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FOFIEWORD  TO  THE  STUDENT 

I  take  the  liberty  of  speaking  to  you  in  the  first 
person,  instead  of  impersonally  as  they  do  in  books,  because 
this  method  of  presenting  the  subject  matter  appears  to  me  more 
susceptible  of  conveying  the  message  that  I  have  to  deliver.   I 
believe  that  I  can  help  you  better  if  I  can  create,  in  this  book, 
a  class-room  atmosphere,  and  bring  about  that  complete  and  ideal 
understanding  between  pupil  and  teacher,  which  stands  at  the 
basis  of  successful  pedagogy. 

Students  of  accounting  are  prone  to  refer  to  "practi- 
cal problems"  as  "the  enemy";  this  is  due  to  several  causes,  not 
the  least  of  which  is  their  belief  that  the  word  "practical" 
means  what  it  says.   They  believe  that  a  problem  is  to  be  solved 
according  to  the  dictates  of  practical  experience  acquired  in 
the  broad  field  of  accountancy.   If  "this  were  true,  it  is  safe 
to  say  that  every  accountant  would  solve  a  problem  in  a  differ- 
ent way,  the  mesisure  of  the  difference  being  the  extent  and  the 
diversity  of  his  experience  as   opposed  to  that  of  another  ac- 
countant.  Naturally,  the  result  of  such  a  condition  would  be 
the  birth  of  a  grave  doubt  about  the  positiveness  of  the  science 
of  accounting. 

A  practical  accounting  problem  is  nothing  more  than  a 
test  of  your  ability  to  apply,  to  an  accounting  proposition,  the 
principles  of  the  theory  of  accounts.   The  example  which  is 


given  to  you  does  not  presuppose  that  a  particular  thing  has 
happened  which  Is  contrary  to  the  general  rule  of  business,  and 
has  been  met  by  you  in  your  practice;  it  does  not  go  out  of  its 
way  to  Invent  a  purpose  which  is  at  variance  with  the  average 
purpose  of  business  enterprises,  but  with  which  you  are  supposed 
to  be  familiar  as  a  practitioner;  it  does  not  create  a  type  of 
business  organization  so  odd  as  to  require  actual  experience 
with  highly  developed  specialties  in  order  that  the  proposition 
may  be  understooa.   No,  Indeed;  it  merely  rests  its  case  on  the 
broad  basis  of  the  general  theory  of  accounts,  and  assiomes,  aa 
a  first  proposition,  that  only  theory  will  be  called  upon  to 
help  in  arriving  at  the  solution. 

Theory,  as  you  know  perfectly  well,  is  mere  specula- 
tion around  a  fact  known  to  be  true  in  its  abstract  crudity,  or 
assumed  to  be  true  or  possible,  but  in  any  event  accepted  as 
true  and  adopted  as  a  bsisis  upon  which  to  erect  a  superstructure 

of  hiiman  thought.   When  the  edifice  is  erected.  If  it  appears 

i 

weak  and  freakish,  it  is  destroyed  and  the  basis  chemged.   If  It 

appears  harmonious,  evenly  balanced,  and  endovred  with  a  power  of 
resistance  which  will  Insure  its  existence  (at  least  as  long  as 
the  human  thought  which  has  created  it  has  not  reached  a  higher 
development),  then  we  go  back  over  the  prime  thoughts  which  have 
served  as  raw  materials  for  the  structure,  and  deduce  from  them 
principles,  sub-principles,  doctrines,  rules,  and  precepts  which, 
if  applied  by  others,  will  permit  them  to  rebuild  precisely  aa 
we  built  originally. 
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Thus,  theory  acoepts  certain  bases  which,  if  they 
are  to  support  edifices  of  a  similar  nature,  must  remain  immut- 
able.  Therefore,  if,  through  changes  in  business  laws,  condi- 
tions of  organization,  fiscal  requirements,  control  by  legally 
constituted  governmental  bodies,  or  otherwise,  there  is  a  radi- 
cal  alteration  of  the  previously  positive  chajacter  of  basic 
facta,  the  theoretical  etccoiinting  structure  must  be  altered  to 
suit  conditions,  or  it  cannot  survive. 

Let  me  suppose  that  a  commission  is  created  to  con- 
trol public  utilities,  and  establish  for  their  services  a  price 
which  will  be  fair  to  the  consuming  public,  and  at  the  same  time 
give  the  owners  of  the  utilities  a  fair  return  on  their  invest- 
ment.  You  can  readily  appreciate  that,  under  such  conditions, 
the  bases  for  the  development  of  the  theory  of  accounts  to  be 
kept  by  the  public  utilities  will  have  to  be  the  following  facts: 

CAPITAL  is  whatever  is  permanently  invested  in 
the  enterprise. 

COST  OF  SERVICES  is  whatever  is  consumed  by  the 
furnishing  of  the  service. 

These  two  trite  facts  appear  to  be  commonplace  tru- 
isms.  And  yet,  the  changes  which  they  have  brought  about  in  the 
generally  accepted  principles  of  accounting  theories  have  been 
considerable.   For  instance:   A  premium  received  on  the  sale  of 
corporate  stock  may  very  well  be  accepted  by  the  average  business 
concern  sis  a  credit  to  surplus.   But,  when  a  common  carrier  re- 
ceives such  a  benefit,  it  must  be  considered  as  a  liability,  ex- 
pressive of  the  value  of  aotual  property  received  without  cost 
and  permanently  invested  in  the  enterprise. 
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On  the  other  hand,  a  factory  oonslders  as  oost,  among 
other  things,  the  wear  and  tear  of  its  machinery.   But  in  the 
event  that  a  msujhine  is  accidentally  destroyed,  no  factory  ac- 
countant would  think  of  making  the  operations  of  the  period  bear 
the  cost  of  the  undepreciated  value  of  the  capital  lost.   And 
yet,  that  is  precisely  what  the  common  carrier  must  do. 

What  brings  about  such  radical  changes  in  theory? 
Equally  radical  changes  in  purpose. 

I  cannot  enter,  at  this  point,  into  an  extensive  dis- 
cussion of  the  subject  "purpose,"  since  this  is  only  a  foreword 
to  you;  but  you  and  I  will  have  many  occasions  for  heated  discus- 
sions on  this  score,  in  the  co\irse  of  the  three  volumes  of  prob- 
lems which  I  intend  to  present  to  you. 

Since  the  application  of  the  generally  accepted  theo- 
ry of  accounts  is  the  basis  for  your  work  in  the  solving  of  prob- 
lems, it  follows  that  the  first  thing  to  be  done  is  to  find  the 
theory  embodied  in  the  text.   It  may  be  that  problems  will  be 
your  enemies  of  today.   But  they  ai'e  a  noble  foe,  well  worth 
fighting,  and   if  fought  In  a  manly  way,  destined  to  become  your 
allies  of  tomorrow.   They  have  one  great  quality  which  insures 
their  early  victories  over  your  unorganized  forces,  and  that  is 
their  ability  to  formulate  a  plan,  and  their  knowledge  of  your 
deficiency  in  that  respect.   They  apply  rules  of  strategy  in  at- 
tacking yo\i,  fully  aware  that  your  system  of  defense  is  no  system 
at  all,  but  results  from  a  nervousness  similar  to  that  of  the  re- 
cruit fighting  his  first  night  battle  against  a  well-oeasoned 
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veteran.  You  strike  here,  you  strike  there,  and  in  the  end  you 
strike  only  the  empty  space,  while  the  problem  delivers  all  its 
deadly  blows  with  absolute  mastery  of  the  situation. 

You  must  learn  accounting  strategy.   The  first  thing 
to  do,  is  to  ascertain  the  enemy's  plan  of  attack;  discover  the 
traps  and  the  snares  that  it  has  set  up  for  your  downfall,  and 
the  particular  enveloping  movements  which  it  intends  to  carry  on, 
judging  from  the  disposition  of  its  forces.   Then  you  must  make 
your  own  plans,  not  in  the  spirit  of  a  general  convinced  of  aji 
easy  victory,  but  with  all  the  care  of  a  leader  who,  working 
against  tremendous  odds,  will  leave  no  detail  untouched  which 
might  contribute,  even  in  tne  minutest  degree,  to  the  final  vic- 
tory. 

It  may  be  that,  after  a  great  msiny  successes,  you  will 
acquire  that  certainty  of  your  superiority  which  is  symptomatic 
of  folly.   Undoubtedly  you  will  reach  such  a  stage.   But  there 
will  be  found,  some  day,  in  the  big  battlefield  of  accounting,  a 
sunken  road  where  your  charging  power  will  be  engulfed;  a  field 
of  soft  earth  fhere   your  artillery  will  sink;  a  Marne  where  your 
advance-guard,  exhausted  by  a  premature  advance,  and  handicapped 
by  the  intoxication  of  your  logic,  will  be  turned  back  ignominl- 
ously. 

Let  us  hope  that  some  problem  will  be  your  Waterloo,  or 
your  Chateau-Thierry,  or  your  Verdun.   Then  you  will  have  acquired 
for  your  enemy,  the  problem,  a  respect  which  will  be  your  salva- 
tion. 
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In  solving  the  problems  which  will  be  included  in  the 
three  volumes  of  this  course,  we  will,  if  you  please,  consider 
every  problem  as  a  separate  entity,  likely  to  be  different  in 
every  respect  from  a  problem  which  we  have  seen  previously,  even 
if  it  bears  on  its  face  all  the  earmarks  of  relationship.  We 
will,  in  every  instajice,  try  to  ascertain  the  general  theory  of 
the  problem,  the  particular  principles  of  that  theory  which  the 
problem  involves,  and  the  theory  of  the  form  in  which  the  solu- 
tion is  to  be  presented.   Then  we  will  make  our  plan  of  attack. 

As  I  wish  to  leave  no  stone  unturned  in  my  effort  to 
be  certain  that  you  understand  me  thoroughly,  let  me  begin  this 
volume  by  presenting,  as  an  introductory  problem,  a  proposition 
the  solution  of  which,  while  not  requiring  a  wonderful  knowledge 
of  accounting,  presupposes  a  good  sense  of  logic  emd  a  rather 
developed  power  of  planning.   The  problem  is  in  reality  far  too 
complex  for  a  steirt,  but  it  will  serve  a  purpose  which,  to  me, 
is  sacred.   I  want  to  convince  you  that  the  first  thing  to  be  ac- 
quired in  the  practice  of  accounts  is  the  art  of  self-defense. 
This  cannot  be  done  otherwise  than  through  the  exercise  of  fac- 
ulties which  you  possess  (even  though  you  seldom  use  them)  i.e., 
common  sense,  logic,  analytical  power,  synthetical  power,  cool- 
ness, and  the  desire  to  succeed. 
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PROBLEM 
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A  METHOD  OF  ASCERTAINING  UNKNOWN  FACTORS  TO 
BE  USED  IN  THE  REBUILDING  OF  MISSING  ELEMENTS 
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INTRODUCTORY  PROBLEM 
APPLYING  THE  THEORY  OF  ACCOUNTS  TO  FORMULATE 
A  METHOD  OF  ASCERTAINING  UNKNOWN  FACTORS  TO 
BE  USED  IN  THE  REBUILDING  OF  MISSING  ELEMENTS 


(Adapted  from  the  New  York  C.P.A.  Examination  of 

February,  1911.) 


Text  of   the  Problem 


A  corporation's   inventory  on  January  2,   1909,   was: 

Raw  Materials $32,467.18 

Goods    in  Process 4,212.22 

Plant 18,673.18 

Made-up  Goods 19,753.47 

It  suffered  a  fire  loss  on  May  1,  1909.   The  interim  transactions 

affecting  merchandising,  manufacturing,  ajid  plant  were  as  follows: 

Purchases  Raw  Materials $46,375.22 

Productive  Labor  paid  out 21,618.06 

Manufacturing  Expenses 5,167.20 

Rent  of  Show  Room  and  Offices 400.00 

Selling  Expenses 7,618.25 

Advertising 360.22 

General  Expenses 2,561.12 

Sales 95,714.66 

Allowances  to  Customers 310.18 

Returns  by  Customers 2,167.29 

Plant  Purchases 361.22 

The  figures  ascertained  for  the  years  1906,  1907,  1908, 

for  the  Identical  items,  were  as  follows: 

1906  1907        1908 


Purchases  Raw  Materials... 
Productive  Labor  paid  out. 
Manufacturing  Expenses.... 
Rent  of  Show  Room  and 

Offices 

Advertising 

Selling  Expenses 

General  Expenses 

Sales 

Allowances    to  Customers... 

Returns  by  Cus tomers 

Plcuit  Purchases 


$186,320.16 
90,322.24 
20,163.12 

1,500.00 

1,000.00 

28,672.18 

10,750.16 

386,924.12 

1,116.24 

8,614.08 

500.00 


$104,360.22 
61,212.06 
16,208.17 

1,200.00 

750.00 

16,714.12 

9,746.22 

217,306.01 

3,605.75 

4,106.13 

540.22 


$157,316.20 
72,106.14 
20,216.23 

1,200.00 

1,000.00 

22,312.13 

11,115.20 

321,672.18 

975.00 

3,167.22 

409 . 00 
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Inventories  beginning  of  year: 

1906  1907  1908 

Raw  Materials $39,223.16  $31,316.20  $33,416.20 

Goods   in  Process 6,104.12  3,107.12  3,726.18 

Made-up   Goods 21,223.10  17,306.29  18,622.12 

Plant 17,223.96  17,723.96  18,264.18 

You  are  employed  by  the  assurers;  the  aussured  clairce 

his  loss  is  42-^^  of  the  prime  cost  of  his  goods  at  the  time  of 

the  fire. 


REQUIRED;      Prepare  statements  showing  the  value  of  the  assets 
destroyed. 
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Disoueslon  of  the  Introductory  Problem 

True  to  oiir  purpose,  we  are  first  going  to  draw  our 
plan  of  attack. 

The  problem  requires,  as  a  general  proposition,  the 
finding  of  a  s\im  equivalent  to  42^^  of  a  greater  svun  which  con- 
tains th3  value  of  the  prime  cost  of  goods,  in  their  raw  state, 
or  in  process  of  manufacture,  or  finished  and  unsold,  at  May  1, 
1909,  emd  partially  destroyed  by  fire  as  of  that  daio.   As  it 
is  always  suivisable  to  have  a  thorough  understanding  of  your  op- 
ponent, the  first  question  to  settle  is  the  status  of  the  term 
"prime  ccst."  Production  engineers  and  efficiency  experts  main- 
tain that,  in  these  days  of  highly  developed  machinery,  the  term 
can  no  longer  mean  material  and  direct  labor  only.   Of  course, 
they  are  quite  right.   If  machinery  is  the  Important  producer  of 
goods,  cost  can  be  no  cost  at  all  unless  it  contains  the  over- 
head elements  which  are  absolutely  necessary  if  the  machines  are 
to  operate  at  all.   Still,  the  use  of  the  term  "prime"  in  con- 
junction with  cost,  can  be  defended  upon  the  ground  that  it  re- 
mains within  the  domain  of  the  general  theory  of  accounts,  and 
expresses,  in  all  but  the  highly  developed  industrial  organisms, 
the  cost  elements  which  can  be  directly  and  positively  associat- 
ed with  distinct  units  of  manufacture,  or  with  groups  of  such 
units. 

Therefore,  we  have  ascertained  that  what  is  a^ked  of  us 
(by  a  problem  which  does  not  concern  itself  with  a  model  modern 
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plant,  but  has  to  do  only  with  general  theory  of  accounts)  Is 
to  find  the  value  of  material  and  direct  labor  contained  in 
the  total  value  of  the  goods  destroyed. 

What  do  we  need  to  know  in  order  that  we  may  pro- 
duce the  required  result? 

1.  The  cost  components  (materials,  direct  labor, 

and  overhead)  contained  in  the  inventories 
of  Jsmuary  1,  1909;  by  inventories,  we 
mean,  of  course,  all  the  inventories, 
whether  of  raw  materials,  or  of  goods  in 
process,  or  of  finished  goods. 

2.  The  cost  components  of  the  manufacturing 

operations  of  the  period, 

3.  The  portion  of  cost  components  cons-omed  by  ;he 

sales  of  the  period  from  January  1  to  May  1, 
1909. 

4.  The  portion  of  cost  components  theoretically 

contained  in  the  probable  inventories  on 
hand  at  the  time  of  the  fire. 

All  of  the  above  information  is  lacking,  with  the 
exception  of  the  amount  of  purchases  of  materials,  labor,  and 
overhead  during  the  present  period.   How  can  it  be  obtained? 

It  does  not  require  a  special  amount  of  technical 
knowledge  of  business  to  realize  that,  unless  there  have  been 
material  fluctuations  in  the  value  of  the  goods  purchased  or 
in  the  labor  market,  or  again,  radical  changes  in  the  policies 
of  the  factory,  the  cost  of  manufacturing  goods  remains  about 
the  scime  from  period  to  period.   In  other  words,  if  in  1908 
the  cost  of  an  object  was  made  up  of  45fo  material,  20fj  labor, 
and  35/0  overhead,  the  cost  of  the  same  object  in  1909  will  be 
pretty  nearly  the  same,  all  conditions  being  similar. 
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The  problem  nattirally  assumes  that  the  general 
theory  of  business  prevails,  and  asks  that  such  an  assximption 
be  accepted.   It  does  so  emphatically,  in  fact,  since  it  gives 
transactions  of  a  similar  nature  for  a  period  of  three  years, 
as  well  as  for  the  period  in  which  the  fire  occurred.  The 
object  of  making  the  information  which  it  supplies  extend  over 
a  period  of  years,  is  to  lead  us  positively  towards  the  use  of 
averages,  on  the  general  proposition  that  even  if  certain  con- 
ditions are  disturbed  during  a  period,  they  will  be  righted 
during  a  series  of  periods,  and  reduced  to  a  common  denominator. 

Hence,  taking  advantsige  of  the  information  available 
for  the  period  of  three  years  preceding  the  fire: 

1.  Find  the  components  of  the  cost  of  manufacture 

during  the  period  of  three  yesurs  ended  Decem- 
ber 31,  1908,  and  the  percentage  of  each  com- 
ponent for  three  periods  to  the  total  cost  of 
manufacture  for  the  said  period. 

2.  Using  as  a  basis  the  percentage  obtained  by 

Schedule  No.  1,  ascertain  the  components  of 
the  cost  of  goods  put  in  process  and  finished 
during  the  three-year  period;  eidd  thereto  the 
analyzed  inventory  of  finished  goods  at  the 
beginning  of  the  period;  deduct  from  the  s\im 
of  each  component  the  analyzed  inventory  of 
finished  goods  at  the  end  of  the  period;  and 
obtain,  as  a  result,  the  components  of  the 
cost  of  the  goods  sold  during  the  three-year 
period. 

Your  ultimate  object  in  working  out  the 
above  being  to  ascertain  the  amount  of  each 
component  of  cost  consumed  by  the  sales,  and 
to  ascertain  such  percentages: 
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3.  Using  ew  a  ba^ls  the  percentages  obtained  by 
Schedules  Nos.  1  and  2,  analyze  the  origi- 
nal inventories  at  January  1,  1909;  add  the 
purchases  of  the  period,  applying  theory 
of  accounts  to  the  extent  of  considering 
as  purchases  not  only  raw  materials,  but, 
as  well,  labor  and  overhead. 

You  have  now  obtained  the  value  of 
each  component  of  the  total  cost  of  the 
goods  available  for  sale  during  the  period 
in  which  the  fire  occurred.   Applying  to 
this  result  the  final  percenteiges  of  Sched- 
ule No.  2,  you  will  obtain  the  value  of  the 
components  consiimed  by  the  sales  of  the 
period,  as  well  as  the  remainder  of  value 
subject  to  destruction  by  fire. 

Having  arrived  at  the  desired  result,  you  only  need 
to  add  the  value  of  the  material  and  labor  components,  and  to 
take  ^2-^%   of  the  e\im,  in  order  to  obtain  the  value  of  the  mer- 
chandise destroyed. 

You  see  what  I  mean  by  "strategy  of  the  problem"? 
The  problem  has  intrenched  itself  behind  a  screen  of  obscurity, 
a  species  of  camouflage  which  problems  generally  auiopt.   It  has 
challenged  you  to  a  duel  of  wits,  and  it  knows  perfectly  well 
that  victory  will  be  yours  if  you  use  your  knowledge  of  theory 
of  accounts,  your  intelligence,  and  your  sense  of  logic.   It 
expects  a  frontal  attack  which,  if  you  deliver  it,  will  fatally 
result  in  your  discomfiture. 

You  m\i8t  be  cautious,  work  out  your  plan  carefully, 
muster  your  available  resources,  and  by  all  means  obtain  all  the 
information  necessary,  through  the  full  use  of  scouting  expedi- 
tions.  The  ever-ready  scout  is,  for  you  as  well  as  for  all  slc- 
countants,  that  sense  of  analysis  which  most  men  possess  to  a 
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greater  or  smaller  extent  but  which  so  few  of  us  use  to  its 
limit. 

As  to  the  form  in  which  the  solution  of  the  problem 
is  to  be  presented,  it  has  no  particular  theory.   The  tabloid 
form  is  indicated,  as  you  will  see  from  the  following  schedules. 
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PROBLEM  NO.  1 
ILLUSTRATING  THE  PRESMTATION  OF 
FINANCIAL  STATEMENTS 

Text  of  the  Problem 

The  trial  balance  of  the  American  Manufacturing  Com- 
pany, as  at  December  31,  1918  (before  closing  the  books  for  the 
year)  is  given  below.   In  addition  to  the  information  obtainable 
from  the  trial  balance,  the  following,  data  must  be  taken  into 
consideration  in  closing  the  books. 

Consignment  (sold). 

5^  commission  on  selling  price  of  consignment  (esti- 
mated on  10^  profit). 

Inventory  of  merchandise  at  December  31,  1918, 
$60,000  -  raw  materials  $30,000. 

Irventory  of  tools  at  December  31,  1918,  $4,500. 

Inventory  of  patterns  at  December  31,  19iti,  $4,000. 

Depreciation  of  buildings  at  rate  of  2u^. 

Depreciation  of  machinery  and  machine  tools  at  rate 
of  10^. 

Amortization  of  patents  at  rate  of  6%, 

Depreciation  of  office  furniture  smd  fixtures  at 
rate  of  10^. 

Half  of  1%   of  the  net  sales  is  charged  each  year  to 
profit  and  loss,  and  credited  to  reserve  for  bad 
debts. 

It  is  the  custom  of  the  company  to  treat  its  invest- 
ments in  real  estate  and  buildings  as  a  separate  investment, 
from  which  it  expects  to  receive  5%, 

Insurance  xinexpired,  and  accrued  accounts  need  not  be 
considered. 

REQUIRED: 

(a)  Balance  Sheet  as  at  December  31,  1918. 

(b)  Statement  of  Income  and  Profit  and  Loss  for  the  year. 

(c)  Surplus  Account  as  at  December  31,  1918. 


TRIAL  BALANCE  -  DECEMBER  31 >  1918 
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Land $ 

Buildings 

Discoiints  -  Trade 

Discounts  -  Trade 

Discounts  -  General 

Advances  on  Consignments  (being  90% 
of  cost) 

Expenses  and  Commission  of  Buyers 

Machinery  auad  Machine  Tools 

Tools  -  Shop  and  Hand 

Patents 

Patterns  (not  used  for  process) 

Merchandise  Purchases 

Notes  Receivable 

Accounts  Receivable  -  Customers' 

Insurance  on'  Buildings 

Insurance  on  Machinery  and  Tools 

Insurance  on  Merchandise 

Taxes  on  Real  Estate 

Inventory  Raw  Materials,  January  1, 
1918 

Interest  -  General 

Bond  Interest 

Cash 

Direct  Labor 

Indirect  Labor 

Power 

Repairs  to  Buildings  and  Tenements.... 

Repairs  to  Machinery 

Factory  Expenses 

Employers '  Liability 

Office  Pay -Roll 

Inventory  of  Merchandise,  January  1, 
1918 

Returned  Sales 

Merchandise  Sales 

Allowances  on  Defective  Goods 

Office  Furniture  and  Fixtures. 

Salaries  of  Officers 

Pos  tage 

Telegrams  and  Telephone 

Taxes  on  Personal  Property 

Collection  and  Exchange 

Stationery  and  Printing 

Freight  Inward  on  Purchases 

Freight  Outward  on  Sales  to  F.O.B. 
Points 

Cartage  and  Express  Inward  on  Pur- 
chases  


30,000.00  $ 
50,000.00 
4,030.00 


5,000.00 

40,000.00 

7,000.00 

25,000.00 

5,000.00 

420,000.00 

1,500.00 

250,000.00 

300.00 

500.00 

650.00 

1,500.00 

25,000.00 
7,000.00 
2,500.00 

45,000.00 
310,000.00 

55,000.00 

21,000.00 

950.00 

1,310.00 

3,010.00 

4,000.00 

18,000.00 

50,000.00 
41,000.00 

10,900.00 
5,700.00 

15,000.00 
2,000.00 
1,800.00 
1,000.00 
700.00 
3,050.00 

23,000.00 

11,000.00 
3,750.00 


6,300.00 
4,500.00 

5,030.00 


1,090,500.00 
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Bonding  of  Bnployees  -  Office $ 

Traveling  Expense  -  Salesmen 

Salesmen's  Commissions  and  Salaries.. 

Accounts  Receivable  written  off 

Bonds  Outs  tanding 

Bills  Payable 

Accounts  Payable  -  Creditors ' 

Surplus 

Capital  Stock 

Reserve  for  Depreciation  of  Build- 
ings   

■  "  Depreciation  of  Machin- 

ery  

"     "  Amortization  of  Patents.. 

■  "  Depreciation  of  Office 

Furniture  and  Fixtures. 

■  "  Losses  of  Accounts  Re- 

ceivable  

Storage  of  Raw  Materials 

Directors '  Fees 


250.00  $ 
13,000.00 
44,300.00 
7,400.00 


500.00 
1,500.00 


40,000.00 

100,000.00 

43,000.00 

39,020.00 

200,000.00 

5,250.00 

12,500.00 
7,500.00 

2,500.00 

13,000.00 


$1,569,100.00  $1,569,100.00 
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Disousslcn  of  ProbLem  No.  1 

Before  the  main  requirements  of  this  problem  can  be 
fulfilled,  a  quantity  of  analytical  work  must  be  accomplished. 

In  regard  to  the  consignment  of  goods  outward,  all  we 
know  is  that  they  have  all  been  sold  by  the  consignee,  on  a 
basis  of  a  profit  of  lOfa,  subject  to  commissions  of  5%   on  the 
selling  price,  and  to  advances  by  the  consignee  to  the  consignor 
amounting  to  90/i)  of  the  cost  of  the  goods.   But,  as  the  trial 
balance  submitted  to  us  is  "before  closing,"  we  mue t  adjust  the 
books  so  that  the  results  of  the  consigrnment  may  be  properly  ex- 
pressed. 

In  regard  to  the  policy  of  the  company  to  make  its 
investment  in  real  estate  produce  5%,   we  must  produce  the  account 
which  will  fulfill  the  requirements,  and  so  adjust  the  books  that 
they  will  shov;  a  charge  for  rent,  properly  allocated,  producing 
5'^  return  over  and  above  all  cost. 

We  must  then  provide  for  the  reserves  and  allocate  the 
provisions  thereof,  as  between  cost  of  manufacture  and  profit 
and  loss  charges;   take  care  of  the  portion  of  the  temporary 
accounts,  which  the  establishment  of  the  inventory  has  made  real 
or  nominal;   and  finally,  place  where  they  belong  such  facts  as 
appear  :o  have  been  placed  in  suspense  instead  of  being  charged 
or  credited  to  the  accounts  to  which  they  belong.   Until  we  have 
accomplished  this  preliminary  work,  it  would  be  idle  to  attack 


I 
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the  problem,  or  to  formulate  a  plan  of  attack.   Let  us  first 
clear  the  ground  In  front  of  us. 

CONSIGmiENTS 

At  the  conclusion  of  his  sales  of  consigned  goods,  the 
consignee  must  have  submitted  an  account  sales,  containing  credits 
and  charges,  and  showing  a  balance  due  the  consignor,  forwarded 
by  the  consignee  or  to  be  forwarded  at  some  future  time.   The 
question  is:  What  did  that  account  sales  contain? 

Since  the  advances  made  by  the  consignee  eue  90fo  of  the 
cost  of  the  goods,  and  amount  to  $5,030,   the  cost  of  the  goods 
consigned  to  him  must  have  been: 

5,030  X  100 

=  5)5,588.88 

90 

Correspondingly,  if  90^  of  the  sale  price  of  the  goods 

is  their  cost,  i.e.,  $5,588.88,  the  goods  must  have  been  sold 

for: 

5,588.88  X  100 

=  $6,209.87 

90 

t 

And  lastly,  if  the  consignee  receives  a  commission  of 
Sfa  on  the  sale  price  of  $6,209.87,  he  must  have  deducted  from 
the  proceeds  of  his  sales  the  sum  of  $310.49.   Hence,  we  recon- 
stitute the  account  sales  as  follows: 
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PRO  FORMA  ACCOU:?T  SALES 
BY  THE  CONSIGNEE  TO  THI^  COIISICINOR 


Received  for  your  account: 

Goods,  consigned  at  a  value  of $5,583.83 

to  be  sold  at  a  profit  of  ICfb 


Sold  for  your  account 5,588  88 

Inventory  on  hand  (none) 


To  your  credit: 

Proceeds  of  sales  of  goods  consigned $6,209.87 

To  your  debit: 

Commissions  of  5^0  on   sale  price   $     310.49 
Advances,   90^  of  cost ". .  . . .      5,030.00 

Total   to  your   debit 5,340.49 


Balance  to  your  credit    (to  be   forwarded  on 

January  10,    1918)    (assumed) $     869.38 

REAL  ESTATE  OPERATING  ACCOUNT 

Since  the  policy  of  the  company  is  to  make  5^  on  its 
investment  in  real  estate,  it  intends  to  recover  from  someone 
(either  the  purchaser  of  its  goods,  or  its  operating  departments) 
all  the  cost  of  carrying  and  operating  the  land  and   the  build- 
ings, plus  a  return  of  5'fo   on  the  total  amount  of  capital  invested 
in  the  land  and  the  buildings.    In  any  event,  the  recovery  will 
have  to  be  made  through  the  sale  price  of  the  goods.   The  account 
givtn.?  expression  to  the  company's  policy  is  easy  enouf^h  to  build 
up . 
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REAL  ESTATE  OPERATING  ACCOUNT 

Derireciation  of  Buildings $1,375.00 

Insurance  on  Buildings 300.00 

Taxes  on  Real  Estate 1,500.00 

Repairs  to  Buildings 950.00 

Income  on  Land  and  Buildings 4,000.00 

Total $8,125.00 

The  question  to  be  settled  at  this  point  is:   Will  the 
compainy  charge  its  operations  with  $8,125,  under  the  form  of 
rent  of  Its  land  and  buildings,  and  when  establishing  the  sale 
price  of  its  goods,  attempt  to  recover  from  the  buyers  $8,125 
less  the  $4,000  already  recorded  as  an  income;   or  will  it  con- 
sider the  net  br.iance  as  a  general  expense,  representing  actual 
cost  of  carrying  and  maintaining  the  real  estate,  and  recover  it 
as  such  from  the  purchaser  of  its  goods,  by  merely  adding  the 
amount,  together  with  the  other  items  of  the  group,  to  the  amount 
of  other  cost  recoverable? 

You  can  see  very  readily  that  the  situation  remains  un- 
changed, whatever  policy  may  be  adopted.   That  is  precisely  what 
happens  in  every  Instance  Tvhere  sin  attempt  is  made  to  carry  as 
cost  items  which  do  not  represent  actual  expenditures:   nothing 
whatever  is  accomplished. 

To  settle  the  question,  so  far  as  this  problem  Is  con- 
cerned, we  will,  in  due  course,  journalize  the  real  estate  oper- 
ating accounts  in  such  a  manner  as  to  carry  out  the  company's  de- 
sire;-  but  when  expressing  results  in  the  statement  of  income,  we 
will  be  satisfied  to  carry  the  actual  cost  of  real  estate  opera- 
tions under  the  captloi  "General  Fxpense,"  a  subcaptlon  of 
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"Adir.inistration  and  General  Expense"  which  intends  to  collate  all 
expenditures  incurred  for  the  benefit  of  the  enterprise  in  general. 

RESERVES 

Having  charged  the  depreciation  of  the  buildings  to  the 
Real  Estate  Operating  account,  we  must  now  decide  what  to  do  with 
the  other  items  of  depreciation  and  anortization. 

The  word  "reserve"  is  probably  the  most  misused  term  in 
the  whole  terminology  of  accountancy.   Speaking  properly,  a  re- 
serve can   be  nothing  more  than  an  appropriation  of  profits  intended 
to  be  held  back  from  distribution  for  either  Df  two  well-defined 
purposes . 

1.  For  the  redemption  of  debts  incurred  for  tne 

very  purpose  of  making  greater  profits  possible. 

2.  To  cover  losses  of  an  uncertain  nature,  accumu- 

lating for  a  certain  number  of  periods  until 
the  eventual  disappearance  of  the  capital  in- 
vestment to  which  they  apply. 

If  the  loss  has  been  positive,  it  should  be  nritten  off 
the  account  which  sustained  the  loss.   This,  however,  has  the  dis- 
advantage of  obstructing  the  vision  of  the  original  status  of  the 
investment  account,  since  its  progressive  depreciation  Cc_n  only 
be  gauged  by  a  series  of  comparisons  between  financial  statements. 
To  obviate  this  defect,  it  has  become  the  custom  to  accumulate 
losses  of  invested  values  in  credit  accounts  which  measure  the 
extent  of  the  losses,  and  postpone  the  credit  to  the  asset  account 
until  its  value  has  entirely  disappeared.   These  accounts  are  not 
reserves;   they  are  accounts  with  accumulated  losses,  and  their 


1-32 

treatment  in  the  balance  sheet  should  be  radically  different  from 
that  accorded  to  reserves  proper.   AccTjmulated  depreciation  should 
be  deducted  from  the  asset  value  in  the  short  ooliimn  of  the  state- 
ment, and  the  asset  extended  net  in  the  long  coliiinn.  Reserves 
should  be  treated  as  appropriations  of  surplus,  under  the  caption 
"Surplus." 

In  the  problem  under  review,  the  depreciation  of  the 
machinery  suad  machine  tools  must  be  charged  to  cost  if  it  is  posi- 
tive, and  should  be  deducted  from  profits  if  it  is  uncertain.  We 
will  assume  that  it  is  positive,  and,  therefore,  when  journalizing 
we  will  not  call  the  credit  account  "Reserve";  we  will  call  it 
"Accumulated  Depreciation."  In  the  balance  sheet,  we  will  treat 
it  as  indicated  above. 

The  depreciation  of  office  furniture  and  fixtures  is 
either  positive  or  estimated.   In  the  former  case,  it  is  a  loss  of 
invested  capital  which  can  be  charged  to  general  expense  under  the 
caption  "Administrative  emd  General  Expense,"  or  again,  charged  to 
Profit  and  Loss,  in  the  section  reserved  for  losses  of  invested 
values  maturing  in  the  present  period. 

If  it  is  estimated,  and  it  is  e:qpected  that  the  furni- 
ture will  still  be  in  use  at  the  time  when  its  whole  value  has  been 
written  off  to  expense  or  to  Profit  and  Loss,  the  supposed  loss  is 
nothing  more  than  the  recording  of  a  desire  to  be  conservative,  and 
should  be  set  up  as  an  appropriation  of  surplus.  We  will,  however, 
consider  the  loss  as  positive,  and  charge  it  to  Profit  and  Loss. 

In  the  case  of  the  shop  and  hand  tools,  the  loss  has  oc- 
curred through  use  instead  of  through  depreciation.   No  record  has 
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been  kept  of  the  small  tools  consumed  through  process,  the  policy 
adopted  being  to  accept  inventory  fluctuations  as  an  index  of  the 
expense  incurred.   Hence,  in  this  case,  we  have  a  positive  loss, 
directly  chargeable  to  cost,  and  actually  written  off  the  account. 

The  depreciation  of  the  buildings,  being  a  charge  to  the 
Real  Estate  Operating  account,  is  supposed  to  be  positive,  and  must 
be  considered,  so  far  as  the  credit  account  is  concerned,  as  accu- 
mulated depreciation. 

As  to  patterns,  they  have  lost  part  of  their  value,  not 
through  use  as  standards  in  the  factory,  but  merely  through  the 
efflux  of  time  and  the  disappearance  of  their  usefulness.   Hence, 
the  portion  of  their  value  lost  in  the  present  period  must  be 
charged  to  Profit  and  Loss,  the  loss  being  deducted  from  the  asset. 

Patents  do  not  depreciate;   their  life  iierely  expires 
gradually.   As  their  years  of  monopolistic  value  past*  on,  i  t  is 
deemed  advisable  to  write  off  proportionate  amounts  of  their  cost. 
This  represents  the  vanishing  of  capital,  and  must  be  expressed  as 
a  Profit  and  Loss  charge. 

We  now  come  to  the  reserve  for  possible  losses  in  ac- 
counts receivable.   The  method  of  providing  annually,  out  of  prof- 
its, for  an  amount  of  possible  losses,  equivalent  to  a  certain 
portion  of  the  accounts  receivr^ble  outstanding  at  the  end  of  the 
year,  or  equivalent  to  a  certain  portion  of  the  net  sales,  con- 
demns itself  through  its  eternally  recurring  remainder  or  through 
its  constantly  increasing  amount.   When,  oesides,  there  exists  a 
credit  department  whose  functions  are  to  activate  collections  and 
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eliminate  losses,  the  periodical  recurrence  of  a  reserve  for  an 
immutable  portion  of  the  sales  is  a  denial  of  the  value  of  the 
department. 

A  reserve  for  accounts  receivable  should  be  created 
only  for  such  accounts  as  are  doubtful.   The  journal  entry  ex- 
pressing sucn  a  reserve  should  contain  the  names  of  the  accounts 
provided  for.   When  losses  occur,  if  the  accounts  have  been  pro- 
vided for,  the  reserve  should  be  charged;  if  the  accounts  pro- 
vided for  are  collected,  the  corresponding  portion  of  the  reserve 
should  be  sent  back  to  surplus;  if  accounts  are  lost  for  which 
no  reserve  has  been  created,  the  Profit  and  Loss  account  should 
be  charged. 

You  will  notice  that  in  this  problem  a  provision  for 
bad  accounts  must  be  made  out  of  profits  in  the  amount  of  1/2  of 
1^0  of  the  net  sales.   By  net  sales  must  be  understood  gross  sales 
less  all  deductions  therefrom  which  have  constituted  a  cancella- 
tion, in  part  or  in  full,  of  the  original  contract  of  sale. 
Hence  the  net  sales  are: 

Gross  Sales  by  the  Company $1,090,500.00 

Deductions: 

Returned  Sales $41,000.00 

Trade  Discounts 4,030.00 

Allowances  on  Defective 

Goods 10.900.00     55.930.00 

Net  Sales $1,034,570.00 

No  provision  is  made  for  the  sales  by  the  consignee.   Therefore, 

the  amount  to  be  provided  for  out  of  profits  is  $5,172.85.   On 
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the  other  hand,  there  have  been  lost  during  the  year  $7,400  of 
accounts  receivable,  for  which  a  reserve  of  $13,000  has  been  pro- 
vided.  Irrespective  of  the  fact  that  the  amount  lost  should  have 
been  charged  to  the  reserve,  do  you  not  see  that  after  one  year's 
time  the  company  must  be  in  a  position  to  know  whether  or  not  the 
remainder  of  the  reserve  previously  created  is  lost?  If  it  is 
lost,  the  accounts  receivable  which  it  compensates  should  disap- 
pear, as  well  as  the  reserve.   If  it  is  not  lost,  what  is  the  sense 
of  retaining  it  on  the  books;   and  above  all,  what  is  the  logic  of 
its  increase  to  cover  a  portion  of  the  sales  of  the  present  period? 

Of  course,  we  shall  have  to  do  what  the  problem  calls 
for,  but  let  me  ask  you,  in  the  light  of  the  status  of  th^  aver- 
age reserve  for  accounts  receivable,  whether  or  not  the  Treasury 
Department  was  justified  in  refusing  to  accept  such  reserves  as 
deductions  from  profits? 

IIIVENTORIES 

The  problem  has  assumed  a  case,  admittedly  odd  but  not 
impossible,  where  there  is  neither  an  opening  nor  a  closing  inven- 
tory of  goods  in  process.   As  a  general  rule,  I  shall  neither  de- 
fend nor  praise  the  problems  presented  in  this  course;   they  re- 
quire neither,  for  their  purpose  places  them  above  both;  and  besides, 
it  is  their  fate  to  be  badly  treated  only  by  those  who  do  not  under- 
stand them  or  who  fail  to  approach  them  in  the  proper  spirit. 

Vi^e  thus  have  only  two  sets  of  accounts  to  adjust  in  con- 
nection with  inventories: 
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Inventory  of  Raw  Materials  (new  and  old) 
Inventory  of  Finished  Materials  (new  and  old) 
Purchases  of  Raw  Materials 
Manufacturing  Cost 

In  regard  to  the  account  Purchases  of  Materials,  it 
seems  to  be  the  tradition  to  send  it  in  its  entirety  to  the  debit 
side  of  the  Profit  and  Loss  account,  or,  if  such  is  the  method 
adopted,  to  the  debit  side  of  the  Manufacturing  account,  and  in 
either  case  to  adjust  it  by  further  debiting  or  by  crediting  to 
the  final  account  the  decrease  or  the  increase  of  the  new  inven- 
tory.  There  seems  to  be  no  reason  why  the  amount  or  purchases  of 
materials  which  have  not  entered  the  manufacturing  process  should 
not  be  credited  to  the  account  "Purchases,"  and,  in  turn,  the  bal- 
smce  of  the  purchases  transferred  to  an  account  called  "Purchases 
Consumed  by  Process,"  or  to  a  manufacturing  account,  or  directly 
to  the  Profit  and  Loss  account.   There  is,  in  fact,  no  reason  why, 
in  these  days  of  highly  analytical  books  of  original  entry,  there 
should  be  two  accounts  with  goods  instead  of  merely  one  reading: 

Debit  Side: 
Inventory 
Purchases 

Credit  Side: 
Inventory 
Materials  Consumed,  or 

some  appropriate  account 

7/e  owe  this  confusion  of  acco\anting  facts,  and  the  subsequent  ob- 
scure and  often  ridiculous  closing  entries,  to  the  influence  of 
philosophers  on  accounting,  who  in  an  attempt  to  simplify  bookkeep- 
ing have  involved  it  needlessly.   But,  when  this  is  all  said,  the 
necessity  of  applying  ordinary  bookkeeping  rules  is  still  facing  us. 
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As  to  the  account  Merchandise  Inventory,  It  should  read 
undoubtedly  "Finished  Goods"  and  contain  more  debits  than  it  does 
at  present,  since  the  problem  reflects  the  results  of  the  books  of 
a  manufacturing  concern.   Apparently  the  problem  is  not  interested 
in  the  theory  of  cost  and  in  the  method  of  creating  in  the  general 
ledger  so-called  "control  accounts"  of  cost  elements.   Indeed,  we 
will  see,  as  we  proceed,  that  its  only  purpose  is  to  test  the  stu- 
dent's knowledge  of  the  theory  of  the  financial  statements. 

Having  accomplished  our  purpose,  which  was  to  clear  the 
ground  for  action,  we  are  now  in  a  position  to  bring  into  play  the 
journal  entries  which  will  adjust  the  books.   This  done,  we  will 
take  a  trial  balance  of  the  adjusted  accounts,  rearranging  it  in 
accordance  with  the  ideal  arrangement  of  the  ledger,  as  prescribed 
by  theory  of  accounts.   This  will  give  us  a  far  better  vision  of 
the  problem,  brdng  to  the  surface  our  conception  of  the  theory  of 
the  allocation  of  real  accounts  and  nominal  accounts  by  groups, 
and  practically  give  us  the  skeleton  of  the  financial  statements 
required  by  the  problem. 

You  realize,  of  course,  that  the  work  that  we  are  doing 
in  this  problem  is  much  more  extensive  than  would  be  advisable  at 
an  exa;nination.   Do  not  lose  track  of  the  fact  that  I  have  in  mind 
the  awakening  of  your  latent  accounting  fa.culties,  much  more  than 
the  examination  table.   The  latter  will  cease  to  be  a  consideration 
to  you,  when  our  work  is  finished,  and  render  easier  and  more  posi- 
tive the  presentation  of  financial  statements. 
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JOURNAL  ENTRIES 

Aoco\ints  Receivable $  869.38 

Commissions  on  Consignments 310.49 

Advances  on  Consignments 5,030.00 

To  Sales  of  Consigned  Goods $6,209.87 

To  express  the  results  of  the  account 
sales  received  this  day  from  consignee. 

Note:   Remember  that,  in  the  case  of  this 
problem  you  need  not  trouble  with  any 
entry  affecting  the  account  with  goods, 
since  (as  evidenced  oy  the  trial  balance) 
no  entry  whatever  was  made  when  part  of 
them  were  consigned  outward. 


Depreciation  of  Buildings... $1,375.00 

Depreciation  of  Machinery  and  Tools 4,000.00 

Tools  Consumed  by  Process 2,500.00 

Depreciation  of  Patterns 1,000.00 

Amortization  of  Patents 1,500.00 

Appropriation  for  Accounts  Receivable 5,172.85 

Depreciation  of  Furniture  and  Fixtures 570.00 

To  Acc\amulated  Depreciation  of  Build- 
ings   $1,375.00 

"  Accvunulated  Depreciation  of  Ma- 
chinery and  Tools 4,000.00 

"   Acctimulated  Depreciation  of  Shop 

and  Hand  Tools 2,500.00 

"   Accumulated  Depreciation  of  Pat- 
terns    1 , 000 . 00 

"   Acciimulated  Amortization  of  Pat- 
ents   1,500.00 

"  Reserve  for  Losses  of  Accounts  Re- 
ceivable   5,172.85 

■   Accumulated  Depreciation  of  Furni- 
ture and  Fixtures 570.00 

To  set  up  provisions  for  possible  losses, 
and  record  losses  measured  by  inventor- 
ies of  physical  values. 
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Inventory  of  Raw  Materials  (new  account)..  $30,000.00 
Inventory  of  Merchandise  (new  aocount)....   60,000.00 

To  Inventory  of  Raw  Materials  (old 

account) $30,000.00 

"   Inventory  of  Merchandise  (old 

account) 60,000.00 

To  set  up  inventories  at  the  end  of  the 
period. 


Inventory  of  Raw  Materials  (old  account)..  $  5,000.00 
Inventory  of  Merchandise  (old  account)..,.   10,000.00 

To  Profit  and  Loss $15,000.00 

To  set  up,  in  the  Profit  auid  Loss  ao- 
count, the  increases  of  inventories 
which  will  offset  the  excess  of  cost 
of  goods  as  reflected  by  the  transfer 
of  the  nominal  accounts  affecting  it. 


Reserve  for  Losses  of  Accounts  Receivable.  $  7,400.00 

To  Accounts  Receivable  written  off.  $  7,400.00 

For  accounts  receivable  compensated  by 
reserve,  lost  during  the  period. 


Real  Estate  Operating  Account $  8,125.00 

To  Depreciation  of  Buildings $  1,375.00 

"   Insurance  on  Buildings 300.00 

"   Taxes  on  Real  Estate 1,500.00 

"  Repairs  to  Building 950.00 

"   Income  from  Rental  of  Buildings.  4>000.00 

To  accumulate  the  cost  of  upkeep  of  the 
buildings,  and  axrive  at  the  rental 
charge  to  the  operating  department. 
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Rent,  Factory,  and  Office $8,125.00 

To  Real  Estate  Operating  Account $8,125.00 

To  transfer. 

TRIAL  BALANCE  ADJUSTED  AND  REARRANGED 


Land $ 

Buildings 

Machinery  and  Machine 
Tools '■ 

Shop  and  Hand  Tools.. 

Patents 

Patterns 

Office  Furniture  and 
Fixtures 

Inventory  of  Raw  Mat. 

Inventory  of  Finished 
Merchandise 

Cash 

Accounts  Receivable.. 

Notes  Receivable 

Returned  Sales 

Trade  Discounts  on 
Sales 

Allowance  on  Defec- 
tive Goods 

Freight  Outward  on 
Sales 

Freight  Inward  on 
Purchases 

Cartage  and  Express- 
age  Inward 

Purchases 

Storage  of  Raw  Mat... 

Expenses  and  Com- 
missions of  Buyers. 

Direct  Labor 

Indirect  Laboi 

Power 

Repairs  -  Machinery. . 

Depreciation  -  Machin- 
ery  

Tools  Consumed  by 
Process 

Factory  Expense 

Traveling  Expense  - 
Salesmen 


30,000.00 
50,000.00 

40,000.00 
4,500.00 

25,000.00 
4,000.00' 

5,700.00 
30,000.00 

60,000.00 

45,000.00 

250,869.38 

1,500.00 

41,000.00 

4,030.00 

10,900.00 

11,000.00 

23,000.00 

3,750.00 

420,000.00 

500.00 

5,000.00 

310,000.00 

55,000.00 

21,000.00 

1,310.00 

4,000.00 

2,500.00 
3,010.00 

13,000.00 


Capital  Stock $ 

Bonds  Outstanding... 

Accounts  Payable.... 

Bills  Payable 

Accumulated  Depr.  of 
Buildings 

Accumulated  Depr.  of 
Machinery  and  Tools 

Accumulated  Depr.  of 
Furniture  and  Fix- 
tures  

Accumulated  Amorti- 
zation -  Patents. . 

Reserve  for  Losses 
of  Accounts  Rec... 

Surplus 

Trade  Discounts  on 
Purchases 

Profit  and  Loss  (In- 
creases of  Inv. ) . . 

Sales  by  Home  Office   ] 

Sales  of  Consigned 
Goods 

General  Discounts... 

Rental  of  Real  Es- 
tate  


200,000.00 
40,000.00 
43,000.00 

100,000.00 

6,625.00 
16,500.00 

3,070.00 

9,000.00 

10,772.85 
39,020.00 

6,300.00 

15,000.00 
,090,500.00 

6,209.87 
4,500.00 

4,000.00 
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Commissions,  Salaries 

-  Salesmen $   44,300.00  $ 

Commission  to  Con- 
signee         310.49 

Salaries  of  Officers.     15,000.00 

Office  Pay-Roll 18,000.00 

Telegrams  and  Tele- 
phones       1,800.00 

Stationery  and  Print- 
ing       3,050.00 

Directors'  Fees 1,500.00 

Postage 2,000.00 

Interest  -  General...      7,000.00 

Bond  Interest 2,500.00 

Rent  of  Factory  and 

Office 8,125.00 

Collection  and  Ex- 
change         700.00 

Insurance  -  Machinery 

and  Tools 500.00 

Insurance  -  Merchan- 
dise         650.00 

Insurance  -  Liability      4,000.00 

Bonding  -  Office  Em- 
ployees         250.00 

Taxes  on  Personal 

Property 1,000.00 

Depreciation  of  Pat- 
terns       1,000.00 

Depreciation  of  Of- 
fice Furniture  and 
Fixtures 570.00 

Amortization  of  Pat- 
ents        1 , 500 . 00 

Appropriation  for 

Accounts  Receivable      5,172.85 


$1,594,497.72  $1,594,497.72 

Using  the  adjusted  and  rearranged  trial  balance  as  a  basis, 
we  are  now  going  to  build  up  the  Statement  of  Income  eind  Profit  and 
Loss,  the  Surplus  Account,  and  the  Balemce  Sheet.   Then  we  will  dis- 
cuss their  mechanism. 
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Solution  of  Problem  No.  1 

AMERICAN  MANUFACTURING  COMPANY 

STATEMENT  OF  INCOME  AND  PROFIT  &  LOSS 

For  the  Year  Ended  December  31.  1918 

INCOME  FROM  SALES; 

SaJ.es  by  the  Company: 

Gross  Sales $1,090,500.00 

Less  Returned  Sales 41,000.00 

Net  Sales $1,049,500.00 

Deductions; 

Trade  Discounts $  4,030.00 

Allowances  on  Defective 

Goods 10,900.00 

Freight  to  F.O.B.  Points   11.000.00 

Total  Deductions 25.930.00 

Income  from  Sales  by  the  Company $1,023,570.00 

Sales  by  the  Consignee 6.209.87 

Income  from  Sales $1 , 029 , 779 .  87 

COST  OF  GOODS  SOLD; 

Cost  of  Goods  Put  in  Process  &  Finished: 

Materials : 

Purchases $420,000.00 

Less  Trade  Discounts....    6,300.00 

Balance $413,700.00 

Deduct  Increase  of  In- 
ventory, Doc.  31,  1908    5 . OOP . 00 

Cost  of  Materials  Put  in  Process....  $  408,700.00 

Additional  Cost: 

Freight  and  Cartage 

Inward $26,750.00 

Storage  of  Raw  Mat....     500.00 
Expenses  and  Commission 

of  Buyers 5.000.00 

Total  Anditional  Cost 32.250.00 

Total  Cost  of  Materials $  440,950.00 

Direct  Labor 310,000.00 
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Factory  Overhead; 

Indirect  Labor $  55,000.00 

Power 21 ,  000. 00 

Repairs  -  Machinery....  1,310.00 

Depr.  -  Machinery 4,000.00 

Tools  Consumed  by  Proc.  2,500.00 

Factory  Expense 3,010.00 

Total  Factory  Overhead 86,820.00 

Total  Cost  of  Goods  Put  in  Process 

and  Finished $837,770.00 

Transfer  to  Inventory; 

Deduct  Increase  of  Inventory  of  Fin- 
ished Goods,  Dec.  31,  1918 10.000.00 

Cost  of  Goods  Put  in  Process,  Finished,  and  Sold...    827,770.00 

GROSS  PROFIT  OH  SALES $   202,009.87 

COmSRCIAL  EXPENSES; 

Traveling  Expenses  of  Salesmen $  13,000.00 

Commissions  and  Salaries  of  Salesmen...   44,300.00 
Commissions  to  Consignee 310.49 

Total  Commercial  Expense 57,610.49 

COMI^IERCIAL  PROFIT $   144,399.38 

ADMINISTRATION  AND  GENERAL  EXPENSE; 

Administration; 

Salaries  of  Officers $  15,000.00 

Office  Pay-Roll 18,000.00 

Telegrams  and  Telephones.  1,800.00 

Stationery  and  Printing..  3,050.00 

Directors'  Fees 1,500.00 

Postage 2,000.00 

Total  Administration  Expense $  41,350.00 

General  Expenses; 

Cost  of  Financing; 

Interest-General $      7,000.00 

Bond  Interest 2,500.00 

Collection  and  Exchange  700.00 

Total $  10,200.00 

Less  Discounts  Earned..    4,500.00 

Remainder  (Cost  of  Fin- 
ancing)  (forward)...  $  5.700.00 
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Cost  of  Financing  (for- 
warded)    $  5,700.00 

Upkeep  of,  and  Carrying 
Charges  on  Real  Estate 
(Net) $  4,125-00 

Protection  of  Capital: 
Insurance  -  Machinery, 

and  Tools i^    500. 00 

Insurance  -  Merchandise      650.00 
Liability  Insurance....    4,000.00 
Bonding  of  Office  Em- 
ployees       250.00 


Total  Protection  of 

Capital $  5,400.00 

Taxes  on  Personal  Proper- 
ty   $  1,000.00 

To tal  General  Expenses 16,225.00 

Total  Administration  and  General  Expense 57,575.00 

PROFIT  FROM  THE  OPERATIONS  OF  THE  YEAR $  06,824.38 

PROFIT  AND  LOSS  CHARGES: 

Portion  of  Value  of  Patterns  written 

off $  1,000.00 

Depreciation  of  Office  Furniture  and 

Fixtures 570.00 

Amortization  of  Patents  (portion  for 

the  year) 1,500.00 

Total  Profit  and  Loss  Charges 3.070.00 

PROFIT  AND  LOSS  SURPLUS  FOR  THE  PERIOD $  83,  754.38 

APPROPRIATION  FOR  RESERVES: 

For  Losses  of  Accounts  Receivable 5,172.85 


PROFIT  AND  LOSS  SURPLUS  -  Balance  transferable  to 

Surplus $  78.581.53 
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SURPLUS  ACCOUNT 

APPROPRIATED  SURPLUS; 

Jan.   1,  1918  -  Balance  -  Appropriated  for  losses  of 

Accounts  Receivable $  13,000.00 

Dec.  31,  1918  -  Loss  of  appropriated  reserve 7,400,00 

$  5,600.00 

-  Appropriation  for  Sales  of  the  period...  5,172.85 

Dec.  31,  1918  -  Total  Surplus  Appropriated $  10,772.85 

FREE  SURPLUS: 

Jan .   1 ,  19 15  -  Balance $  39 , 020 .  00 

Dec.  31,  1918  -  Transferred  from  Profit  and  Loss 78.581.53 

Dec.  31,  1918  -  Total  Free  Surplus ^117,601.53 

TOTAL  SURPLUS,  APPROPRIATED  AND  FREE $128,374.38 
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THE  STATSMEI'IT  OF  INCOME  AMD  PROFIT  AHD  LOSS 

In  its  broad  aspect,  this  statement  is  nothing  more 
than  the  classified  exhibit  of  the  items  of  cost  to  be  recovered 
through  the  sale  price,  aoid  of  the  amount  of  profit  included 
therein,  representing  the  excess  of  the  proceeds  over  and  above 
all  cost.   In  so  far  as  it  exhibits  recoverable  cost,  it  is 
essentially  a  copy  of  all  the  ledger  accounts  raised  during  the 
accounting  period  for  the  recording  of  economic  factors.   Go 
down  the  framework  of  the  statement,  and  you  will  perceive  that 
the  arrangement  of  the  section  involving  the  presentation  of  the 
manufacturing  cost  is  precisely  that  of  the  ledger  accounts  with 
Goods  in  Process  and  with  Finished  Goods.   The  account  with 
Goods  in  Process,  if  kept  in  the  ledger,  would  read: 

Initial  Inventory....  $  —  Transfer  to  Finished 

Materials  Put  in  Pro-  Goods $ — 

cess —  Closing  Inventory — 

Labor — 

Overhead —  

$ $ 

Initial  Inventory....  $  -- 

Because  it  is  a  copy  of  recoverable  cost,  the  statement 
of  income  has  been  found  susceptible  of  departmentalizing  cost. 
In  ito  evolution,  it  has  become  a  vehicle  for  the  application  of 
the  theory  of  organization,  commercial  law,  and  economics. 

Thus,  the  sales  department  finds  its  activities  faith- 
fully exhibited  as  to  volume,  cancellations  of  orders,  deductions 
from  gross  proceeds,  and  final  economic  result.   Then,  after  the 
cost  of  the  goods  sold  by  the  sales  organization  hsis  been  opposed 
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to  the  net  sales,  in  order  to  arrive  at  the  gross  profits  the 
cost  of  the  sales  organization  itself  is  recorded,  the  purpose 
being  to  ascertain  the  portion  of  the  gross  profits  on  sales  con- 
siimed  by  the  cost  of  selling. 

Referring  to  the  sales  section  of  the  Statement  of  In- 
come, the  only  item  which  might  appear  to  you  to  be  doubtful  blb 
to  its  standing  as  a  deduction,  is  the  item  "Fxelght  to  F.O.B. 
Points."   The  theory  which  directs  the  allocation  of  the  freight 
to  f.c.b.  points,  assuming  the  deduction  from  sales,  is  to  the 
effect  that,  as  a  matter  of  law,  the  contract  of  sales  includes 
in  its  provisions  the  duty  of  the  vendor  to  pay  delivery  charges 
to  such  point  as  is  agreed  upon  between  the  contracting  parties, 
before  the  sale  is  cons-umraated. 

Therefore,  the  sale  price  includes  delivery  cost,  and 
to  that  extent  it  is  not  income.   That  cost  must  be  deducted  from 
the  amount  recovered,  before  the  cost  of  the  goods  sold  may  be 
opposed  to  the  income  from  sales. 

Economically,  cost  of  financing  the  enterprise,  cost  of 
protecting  the  invested  capital,  rent  paid  for  buildings  owned  by 
others,  and  taxes,  are  not  conditions  sine  qua  non  of  manufactur- 
ing.  Therefore,  they  cannot  be  included  in  manufacturing  cost. 
It  is  customary  to  classify  the  items  of  expense  referred  to 
above,  as  "Deductions  from  Income,"  because,  speatklng  generally, 
rent,  interest,  insurance  premiums,  etc.,  are  income  of  the  party 
who  provides  the  benefit,  and  as  a  consequence  are  deductions 
from  the  income  of  the  party  who  uses  these  benefits  for  the  pur- 
pose of  income. 
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The  reason  for  my  avoidance  of  the  caption  "Deduction 
from  Income"  in  the  Statement  of  Income  submitted  to  you,  is  that 
its  adoption  renders  the  terminology  of  the  statement  unclear  and 
confusing.   It  seems  to  have  come  into  general  use  by  accountants 
as  a  result  of  its  application  to  manufacturing  and  trading  by  ac- 
countants of  high  repute,  whose  training  had  been  received  in 
railroad  offices.   In  railroad  accounting  the  divieion  of  earnings 
as  between: 

Earnings  from  Operations 
Cost  of  Operations 
Earnings  from  Outside  Sources 
Cost  of  Outside  Earnings 

is  perfectly  natural.   And  it  was  just  as  natural  for  railroad  men 

to  divide  the  income  of  any  business  enterprise  into  two  sections: 

Income  from  Operations 

Income  from  Other  Sources 

Cost  of  Operating  Income 

Cost  of  Income  from  Other  Sources 

The  great  trouble,  however,  is  that  in  railroad  account- 
ing the  division  was  absolutely  necessary  to  fulfill  the  require- 
ments of  governmental  comrissions  responsible  for  fair  rate-making; 
whereas  ordinary  business  concerns,  having  no  such  requirements, 
do  not  readily  absorb  the  idea  that  the  expense  incurred  in  financ- 
ing thd  enterprise  has  nothing  to  do  with  its  operations. 

With  the  foregoing  in  view  I  have  avoided  the  classifi- 
cations, "Additions  to"  and  "Deductions  from"  Income,  and  Included 
the  expenditures  and  benefits  usually  shown  thereunder,  as  general 
expenses,  classified  according  to  the  nature  of  the  expense.  In 
this  manner,  the  profit  from  the  operations  of  the  year  is  depend- 
ing upon  all  cost. 
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THE  BALANCE  SHEET 

There  are  several  types  of  balance  sheets.   Instead  of 
speaking  of  the  theory  of  the  sundry  types,  I  have  deer.ed  it  ad- 
visable to  illustrate  them  by  appropriate  problems.   In  this  prob- 
lem I  have  presented  the  most  general  form  of  the  statement,  the 
one  generally  referred  to  as  the  balance  sheet  of  a  going  concern. 

The  capital  assets  are  opposed  to  the  capital  liabili- 
ties, and    the  operating  assets  are  opposed  to  the  operating  liabil* 
ities.   The  difference  between  the  two  sets  of  assets  and  liabili- 
ties is  surplus.   This  surplus  is  of  two  kinds: 

1.  Appropriated  for  losses  of  an  uncertain  amount, 

part  of  which  may  have  materialized,  and  part 
of  which  may  not  have. 

2.  Not  appropriated,  and  hence  available  for  dis- 

tribution to  those  entitled  thereto. 

Tne  caption  "Operating  Assets"  has  been  made  to  include 
t'.70  caption^',  vvhich  are  generally  stated  separately,  although  they 
both  constitute  the  same  p;roup  of  real  accounts.   From  the  point 
of  view  of  operations,  oi"  credit,  of  economics,  from  any  point  of 
viev.-  whatever,  there  is  no  difference  between  the  current  or  li- 
quid assets  on  the  one  hand,  and  the  workinri-  and  trading  assets 
on  the  other  hand.    Hence,  the  sum  of  tr.ece  two  subclasses  of 
assets  should  be  shown  under  a  single  caption. 

As  to  the  deduction  of  accumulated  depieciation  and 
ajT.ortizatior  from,  the  assets  which  have  suffered  the  loss,  the 
reason  for  such  a  treatment  has  been  given  to  you  in  the  liscus- 
3 ion  of  the  plan  for  the  solution  oi  this  problem.   Bear  this  rule 
in  mind,  and  your  handllnt:  of  depreciation  will  be  simplified. 
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If  depreciation  is  positive,  it  is  charged  to  cost; 
as  such  it  does  not  enter  the  domain  of  reserves,  and  must  be 
deducted  from  the  asset  in  the  balance  sheet.   If  depreciation 
is  not  positive,  is  resorted  to  merely  as  a  precaution,  smd  is 
arrived  at  in  a  manner  very  unlikely  to  produce  the  truth,  it 
should  not  enter  the  cost  of  the  goods,  and  should  be  treated 
as  a  reserve  in  the  surplus  section  of  the  balance  sheet.   Re- 
serves of  profits  for  losses  which  have  not  materialized  posi- 
tively, cannot  be  deducted  from  the  asset  account.   They  are 
surplus,  nothing  but  surplus,  even  though  such  surplus  is  set 
aside. 


PROB  L  EM  N  0.  2 


PREPARATION  OF  STATEMENTS  FOR  CREDIT  PURPOSES 
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PROBLEM  NO.  2 

PREPARATION  OF  STATEMENTS  FOR  CREDIT  PURPOSES 

Text  of  the  Problem 

The  following  is  the  trial  balance,  at  December  31,    1919, 
of  the  general  ledger  of  A.  K.  Kemp  and  Company,  fish  packers,  oper- 
ating a  factory  in  Maine,  with  a  selling  office  in  New  York  City: 

Accounts  Receivable  written  off $  420.10  $ 

Claims  written  off 45.09 

Salaries  and  Expenses  of  Salesmen....  5,530.20 

Commission  of  Salesmen 3,115.00 

Storage  of  Goods 5,316.00 

War  Tax  and  Other  Taxes 2,920.00 

Postage 139.10 

Stationery 79  .  50 

Telegrams  and   Cables 42.09 

Commissions  of  Buyers 2,130.00 

Discount  on  Sales. 1,411.00 

Collections  and  Exchange 21.50 

Bankers'  Commissions 1,940.00 

Rent  of  Offices,  Packing  Rooms,  etc..  5,800.00 

Insurance  Premi\ams 2,400.00 

Interest  Paid 9,005.50 

Factory  Land 5,000.00 

Factory  Buildings 10,500.00 

Factory  Machinery 4,000.00 

Fishing  Equipment 3,800.00 

Docks  and  Wharves 2,000.00 

Claims  Uncollected 2,500.00 

Cash  in  Bank 20,100.00 

Petty  Cash 500.00 

Liberty  Bonds 2,500.00 

Merchandise 1,754,627.12 

Accounts  Receivable 30,500.00 

Sales 1,157,862.78 

Discounts  on  Purchases 6,300.40 

Brokerage  on  Purchases 3 ,  103 . 00 

Accounts  Raceivable  previously  written 

off 350.00 

Credit  Balances   of   Accounts   Receiv- 
able written  off 110.20 

Adjustment   of   Insurance   Premiums 200.00 

Accounts  Payable. . , 53,000.00 

Bank   Acceptances 370,000.00 
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Due  to  Salesmen  and  Employees $            $  2,210.00 

Res.  for  Depr.  of  Buildings 8fo  1,680.00 

"    "    "    "   Machinery 5fo  400.00 

"     "     "    "   Fishing  Equip 6fo  456.00 

"    "    "    "   Docks  and  Wharv..37o  120.00 

A.  K.  Kemp,  Capital  Account 280.549.82 

$1,876,342.20  $1.576.342.20 

The  closing  inventory  of  merchandise,  at  December  31, 
1918,  totals  $522,840;   the  insurance  unexpired  amounts  to  $930. 

An  audit  of  the  books,  records,  and  accounts  reveals, 
among  other  thinn-s: 

Cash  in  one  depository  only,  subject  to  no  liens 

whatever. 
Liberty  Loan  bonds  owned  outright,  and  unpledged. 
Accounts  receivable,  as  follows: 

(a)  Under  30  days $  9,368.00 

(b)  Over  30  days,  less  than  60 

days 16,911.30 

(o)  Over  60  days,  less  than  90 

days 2 , 450 . 00 

(d)  Over  3  months,  under  6 

months 1,000.40 

(e)  Over  6  months,  under  1  year    450.30 

(f)  Over  1  year 320.00 

$30,500.00 

Sales  are  on  a  basis  of  2^  for  10  days,  but  the  accounts 
are  generally  paid  within  40  days.   All  accounts  are  considered 
good,  with  the  exception  of  group  (f),  of  which  $140  is  doubtful. 
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Merchandise 

The  ajialysis  of  the  account  gives  the  following  Informa- 
tion: 

Initial     Closing 
Inventory   Inventory 
Inventories ; 

Packed  Fish $300,140.90  $390,674.70 

Other  Foods  Packed 60,311.00  81,500.00 

Oils  In  Barrels 40,000.00  37,650.00 

Other  Supplies  Directly  Used  for  Pro- 
duct #  but  not  salable  or  pledgeable  20,000.00  10,000.00 
Supplies  Indirectly  used  for  Product..  2,100.00  2,000.00 
Packing  Materials 1,530.00  1,015.30 

$424,081.90  $522,840.00 

Purchases: 

Packed  Fish  billed  by   Factory $1,088,841.50 

Packed   Foods  purchased  outside 129,643.00 

Oils  In  Barrels 85,610.00 

Other  Supplies  Directly  used  for  Product,  but 

not  salable  or  pledgeable 15,950.40 

Supplies  Indirectly  used  for  Product 6,500.32 

Packing  Materials 4.000.00 

$1,330,545.22 

The  purchases  fron  the  factory  do  not  include  the  cost 
of  oils,  supplies  directly  used,  and  supplies  indirectly  used  for 
product,  purchased  by  home  office,  and  shipped  to  factory.   The 
billing  includes  labor,  fish,  and  factory  overhead.   The  elements 
are  readily  ascertainable,  but  deemed  not  necessary  for  the  pur- 
poses of  this  problem. 

As  the  factory  operates  only  during  the  surj.-.er  and  fall 
of  the  year,  there  are  no  goods  in  process  at  December  31,  1918. 
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Of  the  goods  included  in  the  closing  inventory,  there 

were  pledged  at  December  31,  1918: 

Packed  Fish $275,000.00 

Other  Packed  Foods 50,000.00 

Oils 15,000.00 

$340,000.00 

The  goods  are  pledged  at  a  fair  market  value,  less  than 
the  sale  value,  but  sufficient  to  give  the  bank  a  margin  of  25^ 
on  its  loans.   This  is  true,  even  though  the  operations  of  the  year 
show  a  large  loss.   The  loss  is  due  to  the  adoption  of  a  policy 
which  was  expected  to  secure  large  war  contracts.   These,  however, 
did  not  materialize.   Depreciation  of  physical  units  is  not  charged 
to  cost.   A.  K.  Kemp  and  Company  desire  to  extend  their  line  of 
credit. 

RE0UIR2D: 

(a)  The  Balance  Sheet  of  the  borrower  at  December  31,  1918, 

constructed  in  such  a  manner  as  to  meet  the  require- 
ments of  the  banks. 

(b)  The  Statement  of  Income  and  Profit  and  Loss  for  the  year 

ended  December  31,  1918. 
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Dlsousslon  of  Problem  No.  2 

There  is  no  particular  theory  underlying  the  balance 
sheet  established  for  presentation  to  bankers.   It  has,  however, 
a  very  decided  purpose,  suad  to  achieve  that  purpose  it  bends 
theory  to  its  own  desires.   The  vital  issue,  from  the  point  of 
view  of  the  banker,  is  the  actuality  of  the  resources  claimed  by 
the  would-be  borrower.   By  actuality  I  mean  not  only  their 
physical  existence,  but,  &b   well,  their  availability  as  a  direct 
or  indirect  security  for  the  loans  soxight. 

The  usual  form  of  the  balance  sheet  exhibits  the  status 
of  a  going  concern.   That  status  must  be  presented  in  such  a  man- 
ner as  to  afford  a  historical  reading  of  the  development  of  the 
enterprise.   The  assets  to  be  presented  first  are  the  permanent 
or  fixed  assets  acquired  out  of  the  original  contributions  of 
oapital  by  the  interested  parties,  or  subsequently  out  of  long- 
term  liabilities,  or  out  of  profits  obtained  through  operations 
and  reinvested.   The  next  group  includes,  naturally,  the  operat- 
ing assets,  often  referred  to  as  floating,  liquid,  or  current, 
and  by  the  French  accoxintauts  as  stato-dynajnic;  the  latter  term 
is  interesting  in  that  it  describes  fully  the  nature  of  the  items 
of  the  group.   "Stato"  means  that  which  stays,  and  "dynamic"  that 
which  bursts  out,  explodes  out  of  the  business,  and  falls  back. 
I.e.,  returns,  under  another  form. 

To  the  group  of  capital  assets,  there  is  opposed  the 
group  of  long-term  liabilities;  to  the  group  of  operating  assets, 
there  is  opposed  the  group  of  short-term  liabilities  Incurred  for 
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the  purpose  of  acquiring  the  operating  assets,  and  supposed  to  be 
repaid  out  of  the  fund  which  these  assets  constitute. 

You  will  readily  see  that  the  only  section  of  the  bal- 
ance sheet  which  is  of  importance  to  the  banker  is  the  one  which 
exhibits  the  operating  status  of  the  borrower.   Is  the  operating 
end  of  his  business  in  such  a  condition  that  he  must  actually  be 
financed  until  better  conditions  prevail  through  changes  of  poli- 
cy; or  is  the  borrower  temporarily  embarrassed  through  circum- 
stances which  he  cannot  control;  is  financial  help  likely  to  ac- 
complish the  result  claimed;  are  the  proceeds  of  the  loans  to  be 
arjplied  to  the  promotion  of  financial  schemes,  or  are  they  to 
help  in  the  production  of  greater  profits;  lastly,  what  can  be  as- 
certained concerning  the  condition  of  the  business  from  the  point 
of  view  of  available  resources,  in  the  event  that  the  actual  se- 
curity for  a  loan  (valuable  as  it  may  be  while  the  concern  is  in 
the  operating  state)  finds  itself  facing  a  forced  sale,  subject  to 
the  demoralizing  influence  of  business  liquidation? 

The  seriousness  of  tne  task  confronting  the  banker 
about  to  pass  on  the  advisability  of  a  loan  gives  him  the  right  to 
ignore  the  -renerally  accepted  meaning  of  accounting  terminology.  He 
has  a  perfect  right  to  say  that  he  will  consider  as  current  nothing 
which  is  likely  to  prove  unavailable  if  he  has  to  protect  his  loan; 
he  may,  at  his  convenience,  prescribe  a  form  of  statement  which,  if 
judged  from  the  narrow  point  of  view  of  accounting  standards,  would 
be  qualified  as  grotesque.   The  all-important  point  is  that  t^e 
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facts  axe  presented  to  him  in  sbch  a  manner  as  to  tell  him  the 
story  which  he  wants  to  be  told.   Nothing  else  matters. 

Coming  right  down  to  facts,  the  banker's  requirements 
as  to  form  come  very  near  to  giving  exact  expression  to  what  the 
English  accountants  have  called  the  "double  form  balance  sheet"; 
that  is  to  say,  a  statement  divided  into  two  self-balancing  sec- 
tions, one  section  being  known  as  "financial,"  the  other  as  "oper- 
ating." Presented  in  the  latter  form,  the  balance  sheet  of 
A.  K.  Kemp  and  Company  would  read: 
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Compare  the  balance  sheet  given  above  with  the  solution 
of  the  problem  as  submitted  below,  and  you  will  readily  see  the 
similarity  between  the  "double  form"  aind  the  "credit  form."   That 
in  the  credit  form  the  operating  assets  should  be  segregated  as 
between  "operating"  and  "liquid,"  the  latter  term  referring  to 
availability,  is  perfectly  natural,  since  only  available  assets 
could  be  sold  to  satisfy  the  bankers'  claims.   The  other  operating 
assets,  while  equally  as  good  and  important  as  any  other  from  the 
point  of  view  of  the  going  concern,  have  no  value  to  the  banker. 
And  as  he  wants  to  know  how  many  dollars  and  cents  of  liquid  assets 
are  available  to  pay  one  dollar  of  liquid  liabilities,  he  must,  of 
course,  draw  very  sharp  lines. 

The  problem  presented  here  is  essentially  simple;   the 
solution  is  clear  and  devoid  of  complication.   Neither  of  them  re- 
quires further  discussion. 
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Solution  of  Problem  No.  2 

A.  K.  Kmv   AND  COMPANY 
STATEMENT  OF  ASSETS  AND  LIABILITIES 
At  December  31.  1918 

QUICK  ASSETS; 

Cash: 

In   Banks ;•. .    $  20,100.00 

"      Office 500.00 

Total $  20,600.00 

Liberty  Bonds: 

Owned  Outright  and  Unpledged 2,500.00 

Accounts  Receivable  for  Merchandise  (as  per 
Schedule  No.  1): 

Under  30  days $  9,368.00 

Over  30  days,  under  60  days...  16,911.30 

"    60  days,  under  90  days...  2,450.00 

"   3  months,  under  6  months.  1,000.40 

"   6  months,  under  1  year...  450.30 

Total  Accounts  Receivable • 30,180.00- 

Merchandise  (as  per  Schedule  No.  2): 

Finished  Merchandise  heady  for  Sale: 

Pledged  to  Secure  Bank  Acceptances: 

Packed  Fish $275,000.00 

Other  Packed  Foods 50.000.00 

Total  Pledged $325,000.00 

Unpledged: 

Packed  Fish $115,674.70 

Other  Packed  Foods 31.500.00 

Total  Unpledged $147,174.70 

Total  Finished  Merchandise..  $472,174.70 
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Mater lal3  Used  for  Product.  Salable,  a^xi^ 
Pledgeable: 

Oils  in  Barrels: 

Pledged $  15,000.00 

Unpledged 22,650.00 

Total  Materials  Used  for  Pro- 
duct   $  37,650.00 

Total  Merchandise: 

Pledged $340,000.00 

Unpledged 169,824.70 

To  tal 509.624.70 

TOTAL  QUICK  ASSETS $563,104.70 

CURRENT  LIABILITIES: 

Accounts  Payable  (as  per  Schedule  No.  3): 

To  Creditors  for  Merchandise..  $  53,000.00 
"   Employees  smd  Salesmen 2,210.00 

Total  Accounts  Payable $  55,210.00 

Bank  Acceptances  (as  per  Schedule  No.  4): 

Secured  by  Salable  Merchandise  of  a  cost 
value  of  $340,000.00  and  of  a  fair  mar- 
ket value  of  $425,000.00 370.000.00 

Total  Current  Liabilities 425,210.00 

EXCESS  OF  QUICK  ASSETS  OVER  CLT^RENT  LIABILITIES $137,894.70 

Ratio:   31.32  of  assets,  for  $1.00  of  liability. 
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I^TVESTED.  FIXED.  AND  OTHER  ASSETS; 

Real  Estate: 

Land $  5 ,  000 .  00 

Factory  Buildings 10.500.00 

Total  Real  Estate 15,500.00 

Less  Accumulated  Depreciation 

of  Buildings  (8fo  per  year)...    2.520.00  $  12,980.00 

Factory  Machinery $  4,000.00 

Less  Accumulated  Depreciation 

15%  veT   year) 600.00    3.400.00 

Fishing  Equipment $  3,800.00 

Less  Accumulated  Depreciation 

(6^.  per  year) 684.00    3,116.00 

Docks  and  Wharves $  2,000.00 

Less  Accumulated  Depreciation 

(3^/0  per  year; 180.00    1,820.00 

Raw  Materials  Used  for  Product,  Not  Salable 

or  Pledgeable 10,000.00 

Supplies  Indirectly  Used  for  Product 2,000.00 

Packing  Materials 1,015.30 

Insurance  Premiums  Unexpired 930.00 

Claims  Uncollected 2,500.00 

Accounts  Receivable: 

'^■/er  one  year $    320.00 

Less  Reserve 140.00      180.00 

Total  Invested,  Fixed,  and  Other  Assets $  37 .941.30 

OTHER  LIABILITIES  AND  CAPITAL; 

A.  K.  Kemp,  Capital $175.836.00 

SUMMARY 

Quick   Assets $563,104.70     Current   Liabilities...    $425,210.00 

Invested,    Fixed,  ajid 

Other   Assets 37.941.30      ^.    K.    Kemp,    Capital...      175.836.00 

$601,046.00  :;.601,046.00 
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A,  K.  KEMP  AND  COMPANY 

STATEMENT  OF  INCOMF.  AND  PROFIT  A  T.ORS 

For  thg  year  ended  December  31,  1918 

INCOME  FROM  SALES  -  No  returns,  no  deductions $1.157.862.78 

COST  OF  GOODS  SOLD: 

Unfinished  Merchandise; 

Initial  Closing 

Inventory     Purchases     Available    Inventory    Consumed 

Oils  in 

Bbls $  40,000.00  $   85,610.00  $  125,610.00  $  37,650.00  $  87,960.00 

Sup.  Dir. 

used 20,000.00      15,950.40     35,950.40   10,000.00   25,950.40 

Sup.  In- 

dir.  used  2,100.00  6,500.32  8,600.32  2,000.00  6,600.32 
Pkg.  Mat.     1,530.00       4,000.00      5,530.00    1,015.30    4,514.70 

Total  Un- 
fin.  Mdse.$  63,630.00   $   112,060.72  $   175,690.72  $  50,665.30  $125.025.42 

Fish $300,140.90   $1,088,841.50  $1,388,982.40  $390,674.70  $998.307.70 

Packed 
Foods ....  $  60,311.00   $   129,643.00  $   169,954.00  $  81,500.00  $108,454.00 

Total  Cos  t  of  Goods  Sold $1,231,787.12 

GROSS  LOSS  ON  SALES $   73,924.34 

COMMERCIAL  EXPENSES; 

Storage  of  Goods $5,316.00 

Commission  of  Buyers 2,130.00 

Cost  of  Selling: 

Salaries  and  Expenses  of  Salesmen...  $5,530.20 
CoramiBsions  of  Salesmen 3.115.00   8,645.20 

Total  Commercial  Expenses 16,091.20 

COMMERCIAL  LOSS  (forward) $   90,015.54 
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COMMERCIAL  LOSS  ( forwarded) $  90  015 .  54 

ADMINISTRATION  AND  GENERAL  EXPENSE: 

Administration; 

Postage $    139.10 

Stationery 79.50 

Telegrams  and  Cables 42. 09 

$    260.69 

General  Expense; 

Cost  of  Financing: 

Interest $  9,005.50 

Discount  on  Sales..  1,411.00 
Collections  and  Ex- 
change   21.50 

Bankers'  Commissions  1,940.00 

$12,378.00 
Deduct: 

Discounts  Earned.  $  6,300.40 
Brokerage  on 

Purchases 3,103.00 

$  9,403.40 

Net  Cost  of  Financing $2,974.60 

Protection  of  Capital; 

Insurance  Premiiims  (net) 1,270.00 

Rent 5,800.00 

Taxes 2.920.00 

Total   General   Expense 12.964.50 

Total   Administration   and  General  Expense 13,225.29 

LOSS    FROI/i  OPERATIOIIS    (forward) $103,340.33 
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LOSS  FROM  OPERATIOMS  (forwarded) $103,240  83 

PROFIT  AND  LOSS  CHARGES  AND  CREDITS: 

Charges: 

kcoounte  Reoolvable  written   off $  420.10 

Claims  written  off 45.09 

Total  Charges $  465 .  IS 

Credits: 

Credit  Balances  of  Accounts  Receivable 

written  off 110.20 

Net  Profit  and  Loss  Charges 354.99 

DEFICIT  FOR  THE  PERIOD $103,595.82 

A.  K.  KEaIP,  CAPITAL; 

Balance  at  bep:innino:  of  the  period $280,549.32 

Adjustments: 

Credits: 

Recovery  of  Accounts  Receivable  pre- 
viously written  off 350.00 

Remainder $280,899.82 

Impairment  for  Reserves: 

Appropriations  in  the  Absence  of  Profits: 

For  Depr.  of  Factory  Bldgs..  S  840.00 

"    "    "  Machinery 200.00 

"     "     "  Fishing  Equip..  228.00 

"    "    "  Docks  and 

loharves 60.00 

Total   for  Depreciation $1,328.00 

For  Doubtful   Accounts   Rec...  140 . 00 

Total    Impairment  for   Reserves 1,468.00 

Adjusted  Capital 279,431.82 

A.    K.    KEMP'S  CAPITAL,    at   December   31,    1918 $175,83o.00 
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PROBLEM  NO.  3 

THE  BALANCE  SHEET  OF  RAILROADS 

(Aooording  to  Rulings  of  the  Interstate  Commerce  Commission, 

effective  June,  1914) 

Text  of  the  Problem 

The  following  Is  the  Trial  Balance  after  closing  and  the 
footnotes  attached.   Prepare  the  Balance  Sheet  of  the  Blank  Railroad 
Company  as  at  December  31,  1914,  In  aocordemce  with  the  rulings  of 
the  Interstate  Commerce  Commission,  effective  June  1,  1914. 

TRIAL  BALANCE 


CD 

(2) 
(3) 

(4) 


(5) 


(6) 

[l\ 

(9) 

(10) 

11) 


a!i 


Investment  In 

Road  and  Equip.  $17 
Miscellaneous 

Physical  Prop. . 
Expenditures  on 

Leased  Railway 

Property 

Sinking  Funds; 

(a)  For  Redemp. 

of  Equipment 
Certificate. 

(b)  For  Redemp.  of 

Mtge .  Bonds . 
Investments: 

(a)  Investments  In 

Affiliated 
Companies. ...   2 

(b)  Other  Invest- 

ments  

Cash 1 

Deposits  and  Loans  3 

Accounts  Rec 

Mat.  and  Supplies. 

Interest  and  Rents 
Rec 

Working  Funds  in 
hands  of  Gener- 
al and  Special 
Agents 

Rental  paid  In 
advance 

Insurance  paid  in 
advance 

Suspense  Acco\int.. 

Securities  Issued 
or  Assumed 2 


,900,900. 
684,750. 


465,900. 
550,000. 


Capital  Stock: 

(a)  Preferred....  $  5,000,000. 

(b)  Common 10,000,000. 

Funded  Debt 7,348,900.  (14) 

Accoxints  Payable.  798,190.  (15) 

Loans  Payable....  500,000. 

360,000.  Unmatured  Divi- 
dends Declaured.  2,300,000. 

Accrued  Liabili- 
ties   23,050.  (16) 

Premivims  of  Fund- 
ed Debt  Net. . . .  1,924. 

Premium  on  Capi- 
tal  Stock  Net..  11,085. 

Land  Grants 300,000.    (17) 

Reserves 3,313,190.    (l8) 

,355,000.    Profit  and  Loss..  3,008,072. 

396,500. 
,943,900. 
,968,600. 

694,000. 

315,000. 

360,150. 

18,410. 

1,150. 

5,680. 
284,471. 

,300,000. 


$32,604,411 


$32,604,411. 
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FOOTNOTES 

(1)  Credited   for  abandoned  T)roperty   subsequent   to  June.    1914 

$75,000. 

(2)  As  follows:  Mines  $150,000;  Hotels  and  Restaurants  $75,000; 

Timber  Lands  $130,000;  Land  and  Buildings  not  used  for 
operations  $250,000;  Materials  leased  to  others  $49,750. 

(3)  Expenditures  represent  improvements. 

(4)  As  follows:   (a)  Cash  $155,000;  Securities  of  Other  Compan- 

ies (book  V'ilue)  $310,900;  (b)  Csish  $50,000;  Securities 
Issued  by  the  Company  (par  value)  $500,000. 

(5)  Stocks  $1,550,000;  Bonds  $600,000;  Notes  $75,000;  Advances 

$130,000. 

(5)  Stocks  $250,000;  Bonds  $100,000;  Advances  to  Non-Affiliated 
Companies  $36,000;  Miscellaneous  $10,500. 

(7)  As  follows:   Deposits  subject  to  check  $1,850,000;  Sight 

Drafts  and  Sight  Bills  of  Exchange  credited  to  remitters 
$75,000;  Cash  in  Offices  $18,900. 

(8)  As  follows:   Demand  Loans  fully  secured  $60,000;  Demand  De- 

posits in  Banks  $159,000;  Time  Drafts  Receivable  $45,800; 
Time  Deposits  in  Banks  $800,000;  Deposits  for  Dividends 
$2,300,000;  Guaraiitee  Deposits  (contracts  for  construc- 
tion) $500,000;  Deposits  for  Injuries  $49,800;  Unsecured 
Loans  and  Bills,  maturity  less  than  one  year,  $54,000. 

(9)  As  follows:   Traffic  and  Car  Service  balances  $609,000;  Due 

from  Conductors  and  Agents,  etc.,  $39,800;  Collectible 
•from  U.  S.  Government  (mail)  $19,600;  Individuals  and 
Companies  $25,600. 

(10)  As  follows:   Materials  in  Stores,  cost  $340,000;  Deprecia- 

tion $25,000. 

(11)  As  follows:   Interest  $210,000;  Rent  $50,150;  Divic'ends  de- 

clared on  stocks  owned  $100,000. 

(12)  Contains:   Remainder  of  value  of  property  abandonea  prior 

to  June,  1914,  $201,340;  Property  abandoned  subsequent  to 
June,  1914,  $75,000;  Freight  claims  paid,  not  investi- 
gated so  far  as  other  carriers  are  concerned,  $3,101; 
Estimated  Depreciation  on  Equipment  Leased  $5,030. 


3-71 


Cl3)  As  follows:   Bonds  $1,000,000.  of  which  $500,000  are  pledged 
to  secure  loans;  Stocks  issued,  aind  reacquired  by  purchase, 
not  pledged,  $300,000;  not  sold,  but  signed  and  ready  for 
sale,  $1,000,000. 

(14)  As  follows:   Equipment  Obligations  $1,203,900;  Mortgeige 

Bonds  $5,600,000;  Miscellaneous  $395,000;  Long-term  Non- 
negotiable  Notes  to  Affiliated  Compajiies  $150,000. 

(15)  As  follows:   Traffic  and  Car  Service  balances  $701,450; 

Audited  Vouchers  Unpaid  $42,830;  Wages  Pay.?l3l8  $50,200; 
Miscellaneous  $3,710. 

(16)  As  follows:   Interest  Accrued  $11,300;  Rents  Accrued  $4,650; 

Taxes  Accrued  $7,100. 

(17)  Original  value  of  land  grajited  in  aid  of  construction. 

(18)  Unapplied  balance  of  current  charges  to  equalize  revenues: 

Maintenamce  of  Road  and  Equipment  $20,540;  Injuries 
$49,800;  Chargea  to  Operating  Expense  for  Depreciation  of 
Road  $1,001,500,  for  Equipment  $500,000;  Miscellaneous 
Physical  Property  $55,000;  For  Redemption  of  Mortgage 
Bonds  :;.550,000;  For  Redemption  of  Equipment  Certificate 
$465,900;  For  Addition  to  Property  $350,000;  For  Funded 
Debt  now  retired  $260,000;  Miscellaneous  Reserves  not 
specifically  invested  $60,350. 
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Diacu88lon  of  Problem  Uo.  3 

The  balance  sneet  of  a  railroad,  under  the  rulings  of 
the  Interstate  Commerce  Commission,  is  probably  the  most  inter- 
esting financial  statement  that  nas  come  into  existence  as  a  re- 
sult of  the  development  of  accounting,  and  of  the  governmentstl 
control  of  public  utilities. 

The  statement  is  comparative;  it  opposes  to  the  values 
at  the  beginning  of  the  year,  the  values  at  ^he   close  of  the  year, 
and  shows  the  net  changes  during  the  year.  Every  item  of  impor- 
tance is  supported  by  a  schedule  which  shows  the  exact  detail  of 
the  accounts,  in  such  a  manner  as  to  enable  the  Commission  not 
only  to  obtain  all  the  information  that  it  requires,  but,  as  well, 
to  practically  audit  the  accounts  of  the  companies  from  year  to 
year. 

The  statement  attempts  very  successfully  to  place  all 
companies  on  an  equal  footing,  and  to  gauge  their  worth  and  their 
condition  periodically,  in  order  that  a  basis  may  be  obtained  for 
the  maintaining  or  the  revision  of  sucn  charges  as  -cney  are  per- 
mitted to  make  for  the  services  that  they  perform.   ITie  theory 
which  underlies  the  statement  is  perhaptj  not  readily  comprehended 
by  the  student  of  accounting  wno  is  used  to  commercial  forms,  or 
who  has  only  a  very  limited  kno\Tledge  of  railroad  coni-itions,  but 
the  purpose  is   so  obvious,  so  clear,  and  so  well  carried  out, 
that  it  is  impossible  to  study  the  pamphlets  issued  by  the  Inter- 
state Commerce  Commission  without  being  impressed  wi'.h  the  fact 
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that  the  Commission  has  indeed  erected  an  accounting  monioment 
which  is  bound  to  have  its  effect  upon  the  theory  of  accounts 

The  balance  sheet  does  not  pretend  to  use  the  termi- 
nology of  accountants.   Still,  in  its  general  construction  it 
follows  the  time-honored  form  of  the  statement.   It  classifies 
the  accounts  in  such  a  manner  as  to  present,  first, the  assets 
permanently  invested  and  on  which  the  stockholders  of  the  road 
are  entitled  to  a  fair  return;  these  assets  are  called  merely  in- 
vestments.  Then  it  presents  the  current  assets,  that  is  to  say, 
the  assets  which  are  liquid  or  about  to  become  liquid,  or  again, 
are  in  the  form  of  materials  required  for  the  maintenance  of  the 
properties.   This,  as  you  realize,  constitutes  the  working  fund 
of  operating  assefts  of  the  company.   The  next  group,  known  as 
"deferred  assets,"  represents  such  items  as  are  likely  to  become 
expenditures  even  though  at  the  present  moment  they  are  in  a  tan- 
gible form  in  possession  of  the  company.   The  asset  side  of  the 
balance  sheet  closes  with  what  is  called  "unadjusted  debics." 
The  group  includes  prepayments,  future  charges  to  profit  and  loss, 
and  besides,  all  offsets  of  credit  accounts  created  in  accordance 
with  a  desire  of  the  railroad  to  record  the  existence  of  certain 
liabilities  of  a  financial  value  as  yet  uncertain. 

The  credit  side  of  the  balance  sheet  groups  the  ac- 
counts as  follows: 

Stock 

Governmental  Grants 

Funded  Debt  Unmatured 

Current  Liabilities 

Deferred  Liabilities 

Unadjusted  Credits 

Corporate  Surplus  and   Profit  and  Loss 
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Coming  down  to  the  detail  of  the  accounts  contained  in  the  differ- 
ent groups : 

ASSETS 

INVESTMENTS 

The  detail  of  this  group  is  as  follows: 

Road  and  Equipment 

Improvements  on  Leased  Railway  Property 

Sinking  Funds 

Deposits  in  Lieu  of  Mortgaged  Property  bold 

Miscellaneous  Physical  Property 

Investments  in  Affiliated  Companies 

Other  Investments 

Investments  in  Road  and  Equ-ipment.   This  includes  all 
property  considered  as  road  and  equipment,  including  equipment  ac- 
quired lander  a  contract  which  provides  that  the  cost  shall  be  paid 
in  instalments.   If  the  equipment  is  paid  for  in  securities  and 
its  actual  cash  value  is  more  or  less  thaji  the  par  value  of  the 
securities  given  in  payment,  the  difference  must  be  treated  as  a 
premitim  or  as  a  discount;  but  under  all  conditions  the  actual  cash 
value  of  the  equipment  must  be  recorded  as  an  sisset. 

Improvements  on  Leased  Railway  Property.   The  inclusion 
of  improvements  on  leased  properties  as  aji  asset  permanently  in- 
vested, mav  at  first  sight  appear  to  be  too  much  at  variance  with 
commercial  practice. 

A  manufacturing  concern  leasing-  a  parcel  of  property 
and  imorovinp^  it  for  its  own  piorpose,  might  carry  the  expenditure 
as  a  deferred  charge  to  operations,  to  be  written  off  during  the 
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life  of  the  lease;  or  it  might  attempt  to  capitalize  the  expendi- 
tiire  through  a  valuation  of  the  leasehold.   But,  even  in  this 
latter  event,  leasehold  values  have  little  to  do  with  the  improve- 
ment made  by  the  lessee.   The  lease,  affording  a  certainty  of  pos- 
session for  a  certain  number  of  years  at  a  rate  advantageous  and 
certain,  is,  in  reality,  the  only  valuable  part  of  the  leasehold. 
But  here  we  have  a  railroad  which  in  order  to  carry  on  its  pur- 
pose must  lease  other  peoples'  property.   The  money  it  expends  on 
that  property  is  absolutely  necessary  to  the  proper  working  of  the 
road;  it  is  invested  Just  as  effectively  sis  if  it  had  been  con- 
s-acad  by  property  owned  by  the  road  itself,  and  the  company  is  en- 
titled to  a  fair  return  on  the  investment. 

Sinking  Funds.   The  sinking  fund,  created  for  the  re- 
demption of  outstajiding  obligations,  is  to  be  shown  as  a  permanent-  V 
ly  invested  asset,  only  in  so  far  as  it  contains  cash,  or  securi- 
ties of  other  compcinies  not  assumed  or  guaranteed  by  the  respon- 
dent company. 

Now  it  happens  that  accountants  are  divided  into  two 
camps  in  regard  to  the  treatment  of  sinking  f unas :   One  caunp  main- 
tains that  the  fund  is  always  an  asset,  no  matter  what  its  pur- 
pose may  be,  until  it  has  been  used;  when  used  it  is  still  am 
asset,  but  in  amother  form,  since  it  has  served  to  repay,  out  of 
profits,  a  debt  attaching  to  an  asset  which  the  fund  has  now  lib- 
erated.  The  other  camp  holds  that  since  the  fund  is  created  to 
repay  a  del-t,  it  should  "^e  deducted  from  the  liability  that  It  is 
intended  to  liquidate.   The  Interstate  Commerce  Commission  stands 
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between  the  two  extreme  views,  and  holds  that  such  securities  as 
are  Issued  by  the  respondent  company  and  reacquired  for  the  pur- 
pose of  the  fund  are  practically  canceled,  and  should  be  shown 
neither  as  aji  asset  nor  as  a  liability. 

Therefore, the  treatment  of  the  sinking  fund  on  the  bal- 
ance sheet  Is  twofold: 

1.  On  the  asset  side:   the  whole  fund  is  shown  in 

the  first  short  column;  in  the  second  short 
column  is  shown  the  amount  of  the  respondent's 
securities  held  in  the  fund;  the  long  column 
extends  only  the  amount  of  the  fund  represent- 
ed by  cash  and  by  securities  of  other  companies. 

2.  On  the  liability  side:   the  whole  amoxrnt  of  the 

liability  for  bonds  is  shown  in  the  first  short 
col\imn;  the  amount  of  the  respondent's  securi- 
ties held  in  the  sinking  fiind,  are  shown  in  the 
second  short  column;  the  long  column  extends 
only  the  amount  of  bonds  which  are  held  outside 
of  the  company. 

Naturally,  this  expresses  the  theory  that  securities 

acquired  for  the  purpose  of  a  sinkj.ng  fund  must  be  expressed  at 

par. 

Deposits  In  Lieu  of  Mortgaged  Property  Sold.   Whenever 
mortgaged  property  has  been  sold,  funds  are  deposited  with  a 
trustee  In  an  amount  necessary  to  replace  the  sold  property.   So 
long  as  such  property  has  not  been  replaced,  its  value  is  held 
in  this  special  property  account.   If  the  company  has  deposited 
i  t:3  own  securities  with  the  trustee,  such  securities  are  treated 
in  the  balajice  sheet  precisely  in  the  same  manner  as  indicated 
above  for  the  sinking  fund. 
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MlscellaneouB  Physioal  Property.   The  item  ■Miscella- 
neous Physical  Property"  is  separated  from  "Investments  in  Road 
and  Equipment,"  emd  scheduled  as  to  its  components,  in  order  to 
establish  a  line  of  demarcation  as  between  the  property  which 
the  road  requires  absolutely  for  the  fulfillment  of  its  purpose, 
and  other  property  which  is  used  for  operations  not  directly  con- 
nected with  the  transportation  of  passengers  or  freight. 

Investments  in  Affiliated  Companies.   Investments  in 
affiliated  companies  not  subject  to  current  settlements,  or,  to 
put  it  otherwise,  not  enforcible  as  current  assets,  axe   also  in- 
vestments of  a  permanent  character,  since  they  were  required  to 
build  up  the  system  into  sun  efficient  or  coherent  whole.   They 
must  be  divided  into  their  components,  as  follows: 

Ja)  Stocks 

vB)  Bonds 

\c)  Notes 

,D)  Advances 

.E)  Miscellaneous 

Other  Investments.   This  group  includes  all  invest- 
ments in  securities  of,  or  advances  to,  non-affiliated  companies 
and  individuals.   The  components  axe   to  be  expressed  precisely 
SIS  in  the  foregoing  group. 

CURRENT  ASSETS 

As  to  the  current  assets,  they  include  the  elements 
usually  carried  under  that  caption  by  ajiy  business  concern,  with 
the  exception  of  the  item  "Materials  and  Supplies."  This  value 
is  required  for  the  current  needs  of  the  railroad,  etnd  as  such  is 
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a  current  asset;  its  value  la  oomputed  at  book  value  less  the 
amount  of  depreciation  which  it  has  lost  during  its  store  life. 
The  reason  for  the  inclusion  of  such  elements  under  the  caption 
"Current"  is  obvious  enough,  if  we  consider  that  the  meaning  of 
"Current"  as  applied  to  the  railroad  is  far  removed  from  the  gen- 
erally accepted  accounting  meaming  of  the  term. 

In  ordinary  enterprises  it  is  not  uncommon  to  consider 
the  difference  between  current  assets  and  current  liabilities  as 
the  measure  of  the  concern's  financial  freedom.   This  must  be  be- 
cause the  so-called  permanent  or  fixed  assets  are  only  thought  to 
be  adjuncts  -  necessary  adjuncts, indeed,  but  incapable  of  inter- 
esting the  financial  world.   So  far  as  railroads  are  concerned, 
their  purpose  is  so  eternal, it  has  become  such  a  necessary  prop 
of  our  national  life.  It  is  so  clear  and  definite  to  everybody's 
mind,  that  the  effect  of  current  assets  upon  the  judgment  of  the 
investing  public  is  practically  as  unimportant  as  that  of  the  axj- 
co\ant  "Audited  Vouchers  Unpaid." 

DEFERRED  ASSETS 

The  group  "Deferred  Assets"  contains  nothing  which 
such  a  classification  would  not  contain  in  the  average  commercial 
balance  sheet,  with  the  possible  exception  of  "Working  Fund  Ad- 
vances."  An  auditor,  finding  an  unexpended  fund  of  $1,000  in  the 
hands  of  an  officer  of  the  company,  might  properly  include  such  a 
fund  among  the  current  assets.   For  a  railroad,  the  purpose  Is 
eternally  predominant,  and  since  the  fund  has  been  ascribed  to  a 
particular  purpose   it  can  no  longer  be  considered  as  current. 


3-79 

The  question  of  the  Importsmoe  of  the  piirpoee  is  so  true  in  rail- 
road accounting  that,  prior  to  the  new  rulings  effective  1914, 
sinking  funds  were  carried  as  deferred  items  because,  consecrated 
to  the  repayment  of  a  debt,  their  final  application  was  only  de- 
ferred until  such  time  as  they  canceled  the  debt. 

UNADJUSTED  DEBITS 

The  group  "Unadjusted  Debits"  does  not  differ  per  se 
from  that  classification  as   vmderstood  in  general  accounting; 
still,  it  contains  sua  accoimt  which  calls  for  comments,  i.  e.  , 
■Securities  Issued  or  Assumed." 

Any  evidence  of  indebtedness,  whether  stocks  or  bonds, 
which  have  been  "signed,  sealed,  and,  when  required,  certified 
by  the  registrar  or  by  the  trustees  under  the  mortgage  or  con- 
tract," may  be  shown  by  a  public  utility  as  a  liability  in  the 
full  amount  of  the  authorized  issue.   It  is  evident  that  this 
creates  two  classes  of  stocks  and  bonds,  one  actually  issued,  the 
other  only  nominally  issued.   Of  course,  the  actual  issue  has 
brought  about  the  acquisition  of  some  physical  Eisaet  in  some  tan- 
gible form,  whereas  the  delivery  to  the  trustee  of  stocks  and 
bonds  ready  for  sale  but  unsold  has  brought  about  no  more  than  a 
debit  account  offsetting  a  credit  account.   Still,  it  is  possible 
that  some  of  the  securities  only  nominally  Issued  have  been 
pledged  as  collateral  for  loans.   Therefore,  the  balance  sheet 
would  be  misleading  If  it  did  not  exhibit  the  potential  stock  and 
the  \missued  bonds,  the  credit  value  of  which  hsis  been  turned  into 
actual  resources.   On  the  other  hand,  to  show  the  nominally  Issued 
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securities  as  an  asset  would  be  equivalent  to  capitalizing  possi- 
bilities of  the  future  or  crediting  opportunities  of  the  present. 
Hence,  the  Commission  has  prescribed  that  the  debits  be  shown  in 
the  short  column  of  the  balance  sheet  under  the  caption  "Unad- 
justed Debits,"  and,  instead  of  being  extended  in  the  long  colxomn, 
that  they  be  deducted  from  the  inflated  liability,  in  order  that 
only  the  actually  outstanding  indebtedness  may  be  extended  on  the 
liability  side. 

LIABILITIES 

The  liability  side  of  the  balance  sheet  presents  quite 
a  few  interesting  points. 

CAPITAL  STOCK 

Capital  stock,  for  a  railroad  operating  under  the  con- 
trol of  the  Commission,  includes  not  only  stock  actually  issued 
(expressed  at  par),  but,  as  well,  the  amoimt  of  net  premixims  re- 
ceived on  the  sale  of  capital  stock,  if  the  account  with  premiums 
and  discounts  ends  in  a  credit  balance.   Besides,  if  a  railroad 
has  acquired  the  property  of  another  road  through  the  purchase  of 
the  vendee's  stock,  and  has  Eigreed  to  issue  in  payment  a  certain 
amoxint  of  its  own  stock,  but  has  not  as  yet  done  so,  the  respon- 
dent must  show  the  amount  of  the  contract  as  capital  stock  in- 
stead of  as  another  form  of  contractual  indebtedness. 

The  carrying  of  premiums  on  capital  stock  as  items  of 
income  finding  their  way  into  the  surplus  through  a  series  of 
periods,  or  in  a  lump  sum,  is  decidedly  objectionable  as  an  eco- 
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nomic  proposition.   If  a  compaxiy  is  compelled  to  sell  its  stock 
at  a  premium,  it  is  because  its  credit  and  its  prosperity  are  es- 
tablished.  If  it  receives  $120  for  a  share  of  stock  the  par  val- 
ue of  which  is  $100,  it  should  be  compelled  to  show  a  liability 
to  the  investor  in  the  full  amount  received  thereon,  $100  being 
for  par  value  and  the  balance  for  what  cannot  be  expressed  sls 
par.   The  $20  of  premivm  is  a  capital  contribution  Just  as  much 
as  the  $100,  and  it  is  almost  childish  to  consider  that  the  $20 
abstracted  from  a  stockholder  coming  in  at  the  eleventh  hour 
must  be  divided  among  the  stockholders  under  the  form  of  surplus 
earned. 

LAND  GRANTS  IH  AID  OF  CONSTRUCTION 

A  business  concern  receiving  an  unrestricted  grant  of 
land,  money,  stock,  or  any  other  financial  commodity, from  indi- 
viduals or  municipalities,  can  do  with  the  benefit  received  what- 
ever it  wishes.   It  can  send  it. to  the  credit  of  the  profit  and 
loss,  or  of  the  surplus,  and  eventually  distribute  it  to  those 
entitled  thereto.   A  public  utility  operating  under  the  control 
of  the  Interstate  Commerce  Commission  must  carry  all  grants  in 
aid  of  construction  as  assets,  under  the  caption  "Investments  in 
Road  and  Equipment,"  and  the  benefit  as  a  liability  directly  un- 
der the  capital  stock.   The  reason  for  this  is  obvious;  if  the 
grant  has  been  made  for  the  purposes  of  the  road,  its  money  value 
has  gone  into  the  road,  no  matter  whence  it  came;  and  unless  It 
is  considered  as  an  investment  by  the  recipient,  other  roads  not 
so  favorably  placed  will  show  a  greater  investment,  *hich  would 
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disturb  comparisons  for  the  purpose  of  establishing  equitable 
rates.   On  the  other  hand,  if  the  grant  is  an  invested  asset,  its 
value  should  not  be  distributed  to  the  stockholders  nor  permitted 
to  affect  the  surplus. 

FUNDED  DEBT  UMATURED 

As  defined  by  the  Interstate  Commerce  Commission, 
funded  debit  is  any  debt  the  maturity  of  which  extends  over  a 
period  of  one  year.   Naturally,  this  includes  every  Indebtedness 
for  the  redemption  of  which  a  fund  has  been  created,  stnd  any 
debt  for  the  redemption  of  which  assets  are  to  be  found  included 
in  the  general  fund  of  assets. •   In  other  words,  funded  debt  is 
what  accountants  generally  refer  to  as  capital  liabilities  to  out- 
siders.  The  railroad  balance  sheet  formi  refers  to  it  as  long- 
term,  debt. 

For  public  utilities,  the  account  includes,  not  only 
the  company's  own  securities,  but,  as  well,  the  indebtedness  of 
other  com.panies,  the  payment  of  which  has  been  ass'omed  by  the  re- 
spondent company.   For  presentation  in  schedule  form,  the  funded 
debt  of  public  utilities  must  be  classified  according  to  the  na- 
ture of  the  instruments;  but  in  the  balance  sheet  the  gross  amount 
is  shown  short,  and  there  is  deducted  therefrom  the  respondent's 
holdings  of  his  own  securities  held  in  the  sinking  funds. 

CURRENT  LIABILITIES 

There  is  nothing  extraordinary  in  the  nomenclature  of 
current  liabilities;  they  are  precisely  what  they  would  be  to  ar.y 
business  concern. 
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DEFERRED  LIABILITIES 

This  group  includes  the  credit  accounts  which  are 
contras  to  the  funds  carried  as  deferred  assets  and  include  all 
cash  and  securities  in  the  hands  of  trustees  or  mainagers  of  in- 
surance, employees'  pensions,  savings,  relief,  hospital,  and 
other  benefits.   A  separate  account  must  "be  kept  for  each  fund 
and  for  each  liability  for  the  fund. 

UNADJUSTED  CREDITS 

The  group  containing  the  unadjusted  credits  is  espe- 
cially Interesting  to  the  reader  of  this  book,  in  the  light  of 
what  has  been  said  in  previous  lectures  concerning  the  status 
of  reserves. 

When  stating  their  income  account,  public  utilities 
must  include  depreciation  as  cost  of  the  particular  operations 
to  which  the  depreciated  physical  property  serves  as  a  basis. 
This  means  that  the  depreciation  of  the  roadway,  bridges,  cul- 
verts, fuel  stations,  telegraph  and  telephone  lines,  etc.,  must 
be  carried  as  cost  of  maintenance  of  way  smd  structures;  whereas 
the  depreciation  of  locomotives,  cars,  shop  machinery,  etc.,  is 
charged  to  Maintenance  of  Equipment,  etc. 

As  you  notice,  the  provisions  for  depreciation  are  con- 
sidered as  actual,  and,  having  entered  cost,  constitute  a  loss 
suffered  by  the  physical  assets.   Hence,  to  the  public  utilities 
the  credit  side  of  the  provision  for  depreciation  is  not  a  re- 
serve at  all;  it  is  only  the  measure  of  the  depreciation  loss  ac- 
cumulated to  date,  or,  to  state  it  in  the  language  of  the  Inter- 
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sta-e  Commerce  Commission,  an  "Unadjusted  Credit,"  the  adjustment 
of  which  will  not  take  place  until  the  accumulation  equals  the 
asset. 

The  group  "Unadjusted  Credits"  also  includes  operating 
reserves,  which  are  credit  accounts  created  as  contras  to  charges 
made  monthly  to  operating  accounts,  to  represent  losses  not  as 
yet  incurred  but  bound  to  be  incurred  during  the  year  in  an 
amount  which  experience  has  indicated.   Such  an  item  would  be 
"Injuries  to  Persons."   The  reserve  will  positively  be  lost,  by 
charges  thereto  when  payments  for  injuries  are  made. 

Any  other  reserve  created  by  appropriation  of  earnings 
must  be  carried  as  a  subdivision  of  the  "Corporate  Surplus." 

It  is  not  possible  to  go  more  extensively  at  this 
point  into  the  study  of  the  railroad  balance  sheet,  for,  after 
all,  even  classroom  lectures  must  come  to  an  end.   I  suggest, 
however,  that  a  student  of  accounting,  truly  in  love  with  the 
science,  will  not  fail  to  apply  to  the  Washington  Government 
Printing  Office  for  copies  of  the  classifications  prescribed  by 
the  Interstate  Comm.erce  Commission,  both  for  the  balance  sheet 
and  for  the  income  accoxmt.   Outside  of  the  fact  that  no  up-to- 
date  accountant  can  afford  to  be  ignorant  of  such  matters,  the 
mere  reading  of  the  pamphlets  will  do  more  for  the  student  than 
months  of  badly  directed  effort. 


Balance  a*    Beginning 

of  Year"  A  S  S  E 


INVSS 

Ihveatis«irt  in  R 
Improveaenta  on 
Sinking  Funds.  . 
Depoaita  in  Lie 
Miacellaneous  f 


Inveatmenta  In 

(A)  Stocka. . . 

(B)  Bonia.... 

(C>  Hot  63 

(D)  Advancea. 


Other  Inveatner 
(a)  Stocka. . . 

(B)  Bonda.... 

(C)  Notea.... 

(D)  AivariC33. 
(e)   Uiacellar 

Total   I 

CURREa 

Caah 

Demajid  Loane  ar 
Time  Drafts  and 
Special  Deposit 
Loans  and  Billt 
Traffic  and  Cai 
Net  Balance  Rec 
l.'iscellanecue  i 
Material  and  S\; 
Intereet  and  Di 
Rents  Receivabl 
Other   Current  .' 

Total   C 

DEFiJUlB 

Working  Fund  Ac 
Inaiorance  and  C 
Other  Deferred 

Total   ! 

UNADJUS. 

Rents  and  Inauj 
Discount  on  Caj 
Diacount  on  Fui 
Property  Aband< 
Other  Unad Juste 

Securities  lasi 
Securitiea   Issi 

Total  Ui 

GRAUD   T( 
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Solution  to    Fioblsa 


COlIPARATIVi:   3EI.TRAL   BALAIiCE  SHZET 


Balance  a".    Reglnnln-  Balance  at    Cloae         Ket  Cha"-e 
20m ASSET      SIDE  Of  Year  D^lngYelr 


IHVESmEITTS 


TotaZ   Book  Aseets  Beeponde.it'a  Own 

at   Cloae  of  Year  laaues  Included  In 


IlrTeetamnt   in  Road  and  Equipment $17,900    900.00 

Improveaenta  on  Leaaed  Hallway  Property 36o'oooioO 

Siniting  Funis $1,015,900,00                     $500,000.00  515l90o!o0 

Depoaita  In  Lieu  ot  Llortsaged  Property   Sold 

li'lacsllaneouB   Phj'alceil    Property 684  750,00 

Investments    In  Affiliated  Companlee: 

(A)  St  ocka 1  ^550  ,oO0  .00 

(B)  Bonis 600,000.00 

(C)  Notea \ 75,000,00 

(D)  Advance  a 130,000.00 

Other  Inveetmenta: 

(a)    St  ociLs 250 ,000  .00 

(B)  Bonds 100,000.00 

(C)  Hot  es 

JD)    Advances 36,000.00 

(E)  Ulecsllaneoua 10,500,00 

Total   Inveetmenta $22,213,050.00 

CURREST  ASSETS 

Caah $1,943,900.00 

Demand  Loans  and   Depoelta 219,000.00 

Time   nrafte  and  Depoaite 845,800,00 

Special    Deposit  9 2,849,800.00 

Loans  and  Bllle  Receivable 54,000.00 

Traffic   and   Car   Service  Balances   Receivable 609,000.00 

Net   Balance   Receivable   from  Agents   and  Conductors 39,8OC.O0 

KiscellanecuB    Accounts  Receivable. 45,200.00 

Material   and  Suijliea 315,000.00 

Interest  and  Dividends  Receivable 310,000.00 

Rente  Receivable 50,150.00 

other   Current  Assets — 

Total    Currant  Assets $  7,281,650.00 

DEFiiJtHED  AiiaSTS  Total  Book  Adstt  a  Respondent' a  0v;n 

At   Cloae  of  Year  laauea   Included  In 

Working  Fund  Adv^nres $          18,410.00 

Insurance  and  Otner   Funds — — 

Other  Deferred  Aeeete — 

Total  Deferred  Aoaeta $         18,410,00 

UMADJVSTED  ggBITS 

Rente  and  Insurance   Premiums    taid  in  Advance $            6,830,00 

Discount    on  Capital   St  ock — 

Discount   on  Funded   Debt — 

Property  Abandoned  Chargeable  to  Operating  Expenses 276,340.00 

Other  Unadjusted  Debits 8,131,00 

Par   Values  of  Holdings 
at   Close  of  Year 

Securities   Issued  or  Aaaumed  Unpledged $1,800,000.00 

Securities   Issued  or  Assuned  Pledged 500,000.00  


Total  Unadjusted  Debits $        291. 301. 00 

GRAIJD  TOTAL $29,604,411.00 
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Het  Change 
During  Tear 


Capital  Stock 

Stock  Liability  for  Converaion. 
Premium  on  Capital  Stock 

Total  Stock 

OOVERimtBTAL   ORAMTS 

Grants   in  Aid  of  Conatructlon. . 

LOSa-TERM  DEBT 


$15,000,000.00 


$1,300,000.00 


Funded  Debt  Unmatured 

Receiver *e  Cert  if ioa tea 

Non-Negotiable  Debt   to  Affiliated  Companies 

(A)    Botea 

(b)    Open  Acoounta 


Total  Book  Liability     Respondent's  Hold- 

at    Closa  of  Year  ings   Included   in 

$   7,198,900.00  $1,500,000.00 


Total  Long-Term  Debt. 
CURRENT  LIABILITIES 


Loano  ssui  Bille   Payable 

Traffic  and  Car-Service  Balances  Payable. 

Audited  Accounts  and  Wages  Payable 

UiscellaneouB  Accounts  Payable 

Interest  Matured  Unpaid 

Dividends  Matured  Unpaid 

Funded  Debt  Matured  Unpaid 

Unmatured  Dividends  Declared 

"  Interest  Accrued 

"  Rents  Accrued 

Other  Current  Liabilities 


Total  Current  Liabilities. 
DEFERIiEE  LIABILITIES 


Liability  for   Provident  Funds. 
Other  Deferred  Liabilities. .. . 


Total  Deferred  Liabilities. 
DHADJUgTED  CREDITS 


Tax  Llabilitl' 

Premium  on  Funded  Debt 

Insurance  and  Casualty  Resezvea 

Operating  Reserves 

Accrued  Depreciation  -  Road 

"  "  -  Equlpnent 

"  "  -  Miscellaneous  Physical  Propsrty. 
Ctbel  Unadjusted  Credits 

Total  Unadjusted  Credits 

CORPORATE  SURPLUS 

Additions  to  Property   through  Income  and  Surplus 

Funded  Debt  Retired  through  Income  and  Surplus 

Sinking  Fund  Reserves 

Miscellaneous  Fund  Reserves 

Appropriated  Surplus  Not  Specifically   Invested 

Total  Appropriated  Surplus 

Profit  and  Loss  Balance 

Total  Corporate  Surplus 

GRASP  TOTAL 


$13,700,000.00 

11,085,00 

$13,711,085.00 

$        300,000.00 

$    5,698,900.00 

150,000.00 

$    5,848,900.00 


$        500 ,000  .00 

701,450.00 

93,030.00 


2,300,000.00 
11,300.00 
4,650.00 


$  3.614,140.00 


7,100.00 
1,924.00 

70,440.00 

1,001,500.00 

500,000.00 

55,000.00 


$  1.635.964.00 

$        350,000.00 

260,000.00 

1,016,900.00 

60,350.00 

$  1,686,250.00 

3,008,072.00 

$  4,694,322.00 

$29,804,411.00 


c 
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PROBLEM  NO.    4 
THE  BALANCE  SHEET   OF  STOCK-BROKERS 
(Adapted   from   the  New  York  C.P.A.    Examination) 

Text  of  the  Problem 

The  trial  balance  of  a  firm  of  stock-brokers  doing  business 
under  the  name  of  Adams  &  Jones,  shows  at  December  31,  1918: 

TRIAL  BALANCE 


Customers  Long 

Cash 

Stocks  Borrowed. . . . 
Investment  in  Bonds 
Furniture  and  Fix- 
tures   

Stock  Exchange  Seat 

Stamps 

Expenses 


9,500,000.00 

50,000.00 

110,000.00 

490,000.00 

3,600.00 
54,000.00 

1,500.00 
51,000.00 


Customers  Short 

Stocks  Loaned 

Sundry  Accounts  Pay- 
able  

Loans  on  Bonds 

Loans  on  Stocks 

Interest  -  Net 

Commissions 

Adams 

Jones 


$10,260,100.00 


$   160,000.00 
480,000.00 

3,800.00 

400,000.00 

7,800,000.00 

33,400.00 

60,000,00 

592,900.00 

730,000.00 

$10,260.100.00 


The  location  of  the  securities  and  their  market  value  at 

December  31,  1918,  are  eis  follows: 

Bonds  Owned $  500,000.00 

Stocks  Borrowed 108,000.00 

Stocks  Purchased  for  Dealers: 

Loaned  to  Other  Brokers 500,000.00 

In  Transfer 130,000.00 

On  Hand 384,000.00 

Pledged  to  Banks 9,360,000.00 


REQUIRED:   The  financial  statement  of  the  firm  in  technical  accounting 
form. 
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Discussion  of  Problair.  Ho.  4 

The  balance  sheet  of  the  broker,  if  built  up  from  the 
balances  of  ledger  acco\ints,  is  expressive  of  nothing  in  par- 
ticular.  The  largest  asset  is  that  represented  by  the  accounts 
due  by  customers,  and  while  in  reality  these  accounts  are  se- 
cured by  the  pledge  to  the  broker  of  the  very  securities  pur- 
chased by  hirr.  for  them,  that  vital  truth  is  not  apparent  on  the 
face  of  an  ordinary  balance  sheet.   To  the  layman,  at  least,  a 
hu^^s  sum  of  money  due  by  customers  appears  extraordinary  and  may 
raise  the  suspicion  that  it  may  not  be  collectible  in  full.   On 
the  other  hand,  the  amount  supposedly  due  to  the  customers  short 
would  be  considerably  reduced  if  the  short  transactions  which 
gave  rise  to  the  accounts  were  completed.   All  that  would  be  due 
to  the  customer  would  be  his  profit  on  the  short  sale,  or,  in 
the  event  of  an  upward  fluctuation  of  the  stocks  sold  short,  the 
customer  might  actually  owe  the  broker  the  amount  of  the  loss 
which  the  completed  transaction  would  reveal. 

The  account  "stocks  borrowed"  has  a  double  meanir^ 
which  the  ordinary  balance  sheet  would  never  disclose.   The  ac- 
count means  that,  in  order  to  carry  on  a  short  sale  for  the  ac- 
count of  his  customers,  the  broker  had  to  take  cash  equivalent 
to  the  market  value  of  the  stocks,  deposit  it  with  another 
broker  whose  customers  were  long  of  that  particular  stock,  and 
receive  from  that  broker  enough  stock  to  accomplish  the  delivery. 
When  the  tiine  has  com.e  tc  cover  the  short  sale,  the  broker  re- 
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ceives  from  the  customer  short  an  order  to  buy.   Having  bought, 
he  receives  the  stock,  returns  it  to  the  broker  from  whom  he 
borrowed  the  original  parcel,  and  receives  back  the  full  SLmount 
of  money  which  he  had  pledged  with  that  broker.   Hence,  if  we 
face  squarely  the  short  transaction  involved  in  the  problem  at 
issue,  we  will  see  that  the  firm  of  Adams  &  Jones  will  receive 
$110,000  in  cash  from  other  brokers  upon  return  to  them  of  the 
stocks  borrowed  from  them.   But  in  order  to  be  in  a  position  to 
do  this,  they  will  have  to  purchase  the  same  quajitity  of  stock, 
at  a  price  which  will  be  $2,000  less  than  the  eimount  at  which 
the  stock  sold  originally.   That  profit  of  $2,000  belongs  to  the 
customers  short,  and,  added  to  their  margin,  will  be  the  only 
amount  payable  to  them  by  the  broker.   In  this  case  it  will  not 
be  $160,000,  but  it  will  be  $52,000.   Enough  has  been  said  to 
show  you  how  inadequate  and  inexpressive  the  ordinary  balance 
sheet  of  a  broker  would  be. 

If  for  no  other  reason  than  the  question  of  bank  cred- 
its, it  is  essential  that  something  be  presented  which  will  give 
a  better  understanding  of  the  values  involved. 

The  broker  operates  under  the  laws  of  agency.   He  is 
bound  to  carry  out  strictly  the  orders  of  his  customers  for  pur- 
chases or  sales,  and,  as  a  conipensation,  he  recel-'es  a  commis- 
sion which  is  the  same  as  all  other  brokers  receive.   Unless 
customers  pay  him  in  advance  tlie  whole  purchase  price  of  the 
securities  which  they  desire  to  acquire,  he  is  compelled  X.z   make 
them  advances.   As  an  agent,  whenever  he  has  made  advances  to 
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his  principals,  and  the  advances  have  not  been  repaid  to  him, 
he  iB  at  liberty  to  take  such  quantity  of  the  goods  of  the 
principals  as,  pledged  at  their  obtainable  value,  will  refund 
him  the  cash  disbursed.   And  If  the  agent  makes  a  formal  demand 
to  the  principal,  and  the  latter  is  unable  to  pay,  the  agent 
may  let  the  pledgee  sell  the  pledge;  In  that  event,  the  agent 
owes  the  principal  the  difference  between  the  proceeds  of  the 
sale  and  the  amount  of  the  advance;  in  the  event  that  the 
proceeds  of  the  sale  are  not  sufficient  to  cover  the  agent's 
advances,  the  principal  owes  the  balance. 

Technically,  the  demand  for  the  repayment  of  the  ad- 
vances is  made  by  the  stock-broker,  simultaneously  with  the  ad- 
vances; hence, at  amy  time  that  he  makes  his  balance  sheet  he 
can  assume  that  he  is  in  a  position  to  close  the  accounts  of 
hlb  customers.   To  do  this,  he  would  have  to  credit  their  ac- 
counts with  the  market  value  of  the  securities  of  which  they 
are  long,  and  debit  their  accounts  with  the  market  value  of  the 
securities  of  which  they  are  short.   This,  of  course,  means  that 
the  securities  themselves  have  new  become  his  property,  at  least 
to  the  extent  allowed  by  the  law  of  pledges.   Hence,  through 
this  technical  substitution,  and  in  the  event  that  the  closing 
market  value  is  greater  than  the  purchase  value  of  the  securi- 
ties long,  and  again,  lower  than  the  sales  value  of  the  securi- 
ties short.  Instead  of  having  an  account  receivable  from  the 
customers  long,  he  owes  them  money,  and  he  owes  the  customers 
short  a  much  smaller  amount  of  money  than  their  accounts  origi- 
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nally  indicated.   If  the  market  values  are  the  other  way,  his 
customers  long  owe  him  a  greatly  reduced  amount  of  money,  equiva- 
lent to  their  losses,  and  the  cu&tomers  short  owe  him  money  -  al- 
so for  their  losses.   In  any  event,  the  securities  purchased  for 
customers  long  are  technically  his  own,  while  in  the  case  of  the 
customers  short  he  must  show  as  receivable  the  money  deposited 
with  the  broker  from  whom  he  borrowed  short  stock,  and  he  must 
show  ais  payable  the  simount  of  money  representing  the  now  market 
value  of  the  securities  to  be  purchased  for  cover. 

I  have  practically  expressed  to  you  the  theory  of  the 
technical  balance  sheet  of  the  broker,  and  reference  to  the  solu- 
tion will  show  you  how  clearly  the  values  involved  in  the  busi- 
ness of  the  broker  are  exhibited  by  the  technical  balance  sheet. 
I  have  no  idea  whatever  that  I  have  made  perfectly  clear  to  you 
the  whole  business  of  the  stock-broker;  my  object  was  to  present 
to  you  the  different  types  of  balance  sheets,  and  to  point  out, 
as  I  went  along,  the  difficulty  of  the  accountant's  task.   Ke 
must  forever  strive  to  apply  the  principles  of  the  science  which 
he  calls  his  ov/n,  to  conditions  which  change  according  to  types 
of  organization,  fiscal  or  legal  requirements,  and,  above  all, 
purpose. 

Follo^ving  the  balance  sheet  and  the  statement  of  profits 
which  fulfill  the  requirements  of  the  problem,  I  have  constructed 
for  you  what  is  often  referred  to  as  a  "Combined  Balance  Sheet 
and  Equity  Statement." 

It  is,  as  you  will  notice,  perfectly  clear  to  such  read- 
ers as  are  familiar  with  stock  brokerage,  and  ought  to  be  :'ast  as 
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lucid  to  any  accountant  or  banker.   TaJce,  for  Instance,  the  ac- 
count "Bonds  Securing  Loeuis."   Under  the  caption  "Ledger  Bal- 
ances," it  reads: 

The  firm  owns  bonds  in  the  amcunt  of  $490,000.   But  it 
has  pledged  some  of  these  bonds  to  secure  a  loan  of  '^400,000;  the 
market  value  of  the  bonds  ovmed  is  $500,000;  hence,  assuming  li- 
quidation, the  bankers  would  sell  the  bonds  and  turn  over  to  the 
brokers  their  equity  of  $100,000. 

Passing  now  to  the  account  "Stocks  Securing  Loar.s," 
the  reading  of  the  account  depends  upon  a  reference  to  the  ac- 
count "Customers  Long."   Taking  the  two  accounts  in  conjunction, 
we  read  as  follows: 

To  secure  accounts  aggregating  $9,500,000,  the  custom- 
ers are  long  of  stocks  worth  at  market  value  $10,374,000.   Hence, 
assuming  liquidation,  the  cxistomers  would  have  an  equity  cf 
$874,000  in  their  accounts.   On  the  other  hand,  to  carry  the 
customers  on  margin,  the  brokers  have  borrowed  $7,800,000  from 
the  banks,  and  pledged  therefor  customers'  securitico  worth  at 
market  value  $9,360,000.   Hence,  assuming  liquidation,  the  banks 
would  sell  the  pledge  to  satisfy  their  loan  of  $7,800,000,  and 
return  to  the  brokers  their  equity  of  $1,560,000.   Such  securi- 
ties of  the  customers  as  have  not  been  pledged  to  the  banks  axe 
asset  equities  of  the  brokers. 

It  is  undeniable  that  the  statement  of  equities  is  an 
excellent  presentation  of  the  financial  status  for  purposes  of 
credit.   When  not  combined  with  the  balance  she^t,  it  i3  often 
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used  in  the  form  of  em  equity  table,  or,  to  give  it  another  name, 
ae  a  "Statement  of  Margins."   Such  a  statement  acts  admirably 
for  the  purpose  of  internal  control.   To  illustrate: 

C.  J.  Jones  owes  $10,000;  he  is  long  100  shares  of 
Union  Pacific,  the  market  value  of  'vhich  is  $17,000,  hence,  he 
has  a  credit  equity  of  $7,000,  allowing  for  a  dcrawarl  fluctua- 
tion of  70  points  per  share  in  the  market  value  of  his  stock  be- 
fore his  account  becomes  dangerous  to  handle.  On  the  other  hand, 
A.  B.  David  owes  $15,000  on  an  account  similar  in  every  respect; 
hie  margin  of  10  points  per  share  is  far  too  close  to  the  limit 
to  be  especially  attractive.   As  to  form,  the  "Statement  of  Mar- 
gins" or  "Equity  Table"  is  constructed  on  lines  similar  in  every 
respect  to  those  of  the  "Combined  Balance  Sheet  and  Statement  of 
Equities"  presented  in  the  solution. 
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THE  PRESENTATION   OF  COST  RESULTS 
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PROBLEM  NO.  5 
THE  PRESEUTATION  OF  COST  RESULTS 

Text  of  the  Problem 

The  Knickerbocker  Manufacturing  Company,  Incorporated 
with  a  capital  stock  of  $113,500,  of  which  $1,500  la  comnion,  has 
a  funded  debt  of  $71,800,  represented  by  a  mortgage  on  land, 
building,  and  equipment,  the  value  of  the  asset  being  $156,365.18. 
The  composition  of  the  surplus  at  January  1,  1918,  was  as  follows: 

(1)  APPROPRIATED  SURPLUS; 


[ 


a,)   For  Depreciation  not  chargeable  to  cost $  23,513.67 

bJ  For  possible  Losses  of  Accovmts  Receivable..    8,074.39 
(c)  For  Federal  Income  Taxes 34,130.00 


Total  Appropriated • $  65,718.06 

(2)  FREE  SURPLUS 574,382.71 

$640,100.77 

The  Appropriated  Surplus  at  December  31,  1918,  was  as  follows: 

(a|  For  Depreciation  not  chargeable  to  cost.....  $  27,510.81 

(b)  For  possible  Losses  of  Accounts  Receivable      4,085.05 

(c)  For  Federal  Income  Taxes 32, 180.00 

Total  Appropriated $  63,775.86 

The  Capital  Assets  not  previously  mentioned  were,  at  December 
31,  1918: 

Power  Plant,  Machinery  &  Tools  (Depr.  Deducted)  $  91,687.84 

Transportat  ion  Equipment 28,  535 .67 

Furnitxire  and  Fixtures 9,  700 .24 

Trade-Marks  and  Patterns 5,066.06 
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The  depreciation  of  machinery,  tools,  etc.,  previously  deducted, 
amounts  to  $38,036.99 

The  Operating  Assets  other  than  merchandise  manufact\ired  or  In 
process,  were: 

Cash $  42, 392 .58 

Accovmts  Receivable 163, 240 .43 

Liberty  Bonds 7 ,  175 .00 

Prepayments: 

Insurance 4,893.17 

Creditors'  Bills  Dlscovmted  In  advance  of  re- 
ceipt of  goods  not  Included  In  Inventory 4,705.38 

Scrap  Material  and  Empty  Containers 8,833,65 

Manufactxirlng  Materials  and  Supplies 462,809.52 

Miscellaneous  Materials  and  Supplies 28,254.50 

The  Operating  Liabilities  were,  at  December  31,  1918: 

Notes  and  Loans  Payable $265, 000 .00 

Creditors'  Accounts 36,480,51 

Salaries  and  Wages  Accrued 15,011.82 

Commissions  of  Salesmen  Accrued 6,622,20 

Dividends  Payable  on  Preferred  Stock 2,240.00 
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Tbe  recapitulation  of  the  departmental  cost    eheets  recording 
the  operations  of  the  year  ahows: 


DEBITS 

Initial 

Inventory  Materials 

Dept.   No.   1 $  $      372,996.65 

2 2,009.26  69,776.09 

3 55,079  .63 

4 57.97  20,500.69 

5 51,077.42 

6 8,532.36  64,990.44 

7 13,495.96  465,459.19 

$24,095.57  $1,119,860.11 


Direct 
Labor 

$  4,300.22 

6,035.97 

10,176.54 

3,867.97 

6,863.69 

16,197.53 

45,622.98 


Overhead 

$  21,113.23 
15,837.79 
11,352.32 
6,839.88 
7,030.83 
20,025.20 
85,739.61 


Total 

398,410.10 
93,659.11 
76,808.49 
31,266.51 
64,971.94 
109,745.53 
630,317.76 


Coat  Transfer 
by  Other 
Departments 

$     2,316.66 

97,105.43 

68,577.99 

3,300.19 

214,111.69 

485,915.04 


TOTAL 

$     400,726.76 

93,659.11 

173,714.92 

99,844.50 

68,272.13 

323,857.22 

1,116.232.80 


$93,064.90     $167,938.86     $1,404,979.44     $871,328.00      $2.276.307.44 


CREDITS 

Ho. 


Dept .   No. 


Ho.   2 


1  transfers  to     $ 

2 

3 

4 

5 

6 

7 


Ho.   3 


97,106.43 


No.  4 


Ho.  5 


No.   6 


No. 


Finished 
Sooda 


305.86      $3,300.19     $    96,231.66 
93,659.11 


68,272.13 


$298,572.39      $ 
171,736.61 


Inventory 

$   2,316.66     $ 

1,967.36 
2,738.07 


Expense 
Account 


10.95 


TOTAL 

$     400,726.76 

93,659.11 

173,714.92 

99,844.50 

68,272.13 


24,220.92 

15,606.04 

282,466.37 
1,077,227.32 

16,011.94 
12,467.90 

s,m.ei 

323,857.22 

$2,316.66        

1,116,232.80 

$2,316.66     t 

-      $97,106.43 

$68,577.99 

$3,300.19 

$214,111.69 

$485,915.04 

$1,359,693.69 

$35,501.93 

$9,783.82 

$2,276,307.44 

The   general   ledger  contains  a  quantity  of  accounts  with  overhead  components. 
Theae  are  cloaed  monthly  to  general  overhead  aooounte,   one  for  each  depart- 
ment.    The  analysis  of  these  accounts  reveals  the  following; 


rept  . 


No.  1. 
2. 
3. 
4. 
5. 
6. 
7. 


Depr.   of 

Heating, 

Inward 

Miscellane- 

Super In- 

Indirect 

Machinery, 

Light  ing. 

Freight. 

Distribution 

ouB  includ- 

tendence 

Pay-P.oll 
$  2,578.13 

Toole,    etc. 
$      871.21 

Power 
$6,426.89 

etc. 

etc. 

Expense 

ing  Repairs 
$  1,779.25 

TOTAL 

$  4,086.15 

$     656.40 

$  4,100.00 

$       615.20 

$   21,113.23 

5,915.80 

6,399.79 

828.43 

813.53 

492.55 

615.20 

109.03 

663.46 

15,837.79 

4,944.75 

4,252.15 

85.99 

311.78 

196.32 

801.50 

72.84 

686.99 

11,352.32 

4,098.10 

1,551.99 

312.61 

662.37 

70.61 

115.00 

10.00 

19.20 

6,839.88 

1,441.18 

1,239.52 

90.37 

71.87 

1,815.25 

1,112.85 

1,259.79 

7,030.83 

9,353.78 

2,698.73 

893.42 

982.74 

1,108.95 

2,110.11 

1,530.20 

1,347.21 

20,025.20 

27,624.91 

5,484.14 

1,899.65 

691.73 

5,308.72 

19,010.30 

21,581.01 

4,339.15 

85,739.61 

$57,464.67 

$24,204.51 

$4,981.66 

$9,689.04 

$7,905.42 

$28,567.36 

$24,831.13 

$10,095.05 

$167,938.86 

The  shipping  records   show: 

Flnislied  Gooda   en  bend  January  1,    1918 i      "g, 504.08 

Received   from  UanufE-Cturing  Department t, J'o7?'qrp"b-, 

Goods  Shipped  to  Customere    (at   cost) '    il  17P74 

Salesmen's  Samples,   out  ot   stock a.4,i(<;.i4 

This  does  not  take  Into  consideration  an  increase  of  $509.15   In  the  value  of  the  inven- 
tory of  the  scrap  material;      the   shipping  department   has  no  knowledge  of  such  oomiition. 
Th<s   irorec.oe  wr.s  ff.r.de  uy   cf  DepE.rtir.ent   No.   6,   ;2C9.15j     Department   l,o.   7,   $300.00. 
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The  ledger  balances  of  the  accounts  not  previously 
mentioned  in  the  text  are  as  follows: 

Warehouse  Charges  -  pending  distribu- 
tion   $  17,000.13  $ 

Traveling  Expense  of  Shipping  Manager.  656,42 
Salaries  and  Wages  -  Shipping  Depart- 
ment    25,  843  .35 

Shipping  Materials  Consvuned 4,794.28 

Miscellaneous  Shipping  Expenses 11,939.25 

Returned  Sales 4,  331 .89 

Sales 2, 136,  392  .87 

Allowances  to  Customers  (defective 

goods ) , 141 .02 

Cost  of  Distribution  to  Jobbers,  etc..  173,346.46 

Selling  Salaries 23, 128  .75 

Commissions  on  Sales 185,  407  .34 

Advertising 108,264.43 

Miscellaneous  Selling  Expense 10,047.33 

General  Office  Salaries 10,000.00 

Officers'  Salaries 60,000.00 

All  other  Administration  Expense 12,323.50 

Dlscoxints  on  Creditors'  Accounts......  20,718.64 

Discounts  Lost  -Customers' 37,352.14 

Interest  and  Discount  -  Financing 25,296.53 

Local  Taxes,  Licenses,  Fees,  etc 10,000.00 

Workingmen's  Compensation  Premiums....  3,400.00 

Breakage  of  Empty  Containers 1,554,38 

Insurance  Premiums,  fire  protection...  5,630.00 
Sales  of  Prior  Periods,  returned  in 

this  period 20,011,75 

Freight  on  Sales  of  Prior  Periods, 

returned  in  this  period 2,636,71 

Provision  for  Taxes  on  Income  of  1918.  32,180.00 
Provision  for  Depreciation,  not  charge- 
able to  cost 3,997.14 

Provision  for  Losses  of  Accounts  Re- 
ceivable    2, 229  .37 

Insurance  Premiums  Refunded  (mut\ial 

plan)  Prior  Periods 1,727,06 

Dividends  on  preferred  stock  were  declared  during  the 
year  in  the  amount  of  $8,395.51;  accounts  receivable,  compen- 
sated by  reserve,  were  lost  in  the  amount  of  $1,285.67;  the  re- 
serve for  accounts  receivable  was  further  reduced  in  the  amount 
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pf  $4,933,04  because  accounts  provided  for  had  been  collected  to 
the  extent  stated.  The  goods  sold  in  prior  periods  and  returned 
In  this  period  have  deteriorated  through  frost  and  exposure; 
they  can  neither  be  resold  nor  rehabilitated.  Their  original 
cost  was  $14,351,09. 

REQUIRED: 

(a)  The  General  Balance  Sheet  of  the  company  at  December  31, 

1918  -  In  double  form, 

(b)  A  S\immary  Statement  of  Income  properly  supported  by 

schedules , 

(c)  The  reconciliation  of  the  Surplus, 
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Discussion  of  Problem  No.  5 

This  problem  Illustrates  the  presentation  of  the  re- 
sults of  cost  accounts .  The  system  of  cost-finding  used  by  the 
Knickerbocker  Manufacturing  Company  Is  of  the  simplest;  and,  as 
It  appears  to  be  convenient,  we  may  try  to  rebuild  lt  in  its  main 
features  from  the  analytical  data  furnished  by  the  text  of  the 
problem. 

Apparently  the  concern  manufactures  only  two  general 
classes  of  merchandise,  one  produced  by  Department  No.  6,  and 
the  other  by  Department  No,  7.  Each  class  may,  and  probably  does, 
contain  several  lines  of  goods,  perhaps  differing  in  quality, 
cost,  sale  price,  quantities  packed  in  boxes,  etc.,  etc.  But  it 
Is  evident  that,  whatever  the  goods  manufactured  may  be,  they  all 
have  their  source  In  Department  No.  1, 

We  might  Imagine  that  the  goods  produced  are  chemicals 
which  are  sold  in  two  forms,  say,  liquid  and  solid.  Under  this 
assumption,  Department  No.  1  might  be  the  laboratory,  where  all 
batches  of  goods  are  started;  this  is  evidenced  by  the  analysis 
of  the  cost  sheets  given  in  the  text.  Out  of  a  total  cost  of 
$400,726,76  which  Department  No.  1  has  accumulated,  there  is  only 
$2,316.66  coming  from  other  departments.  As  this  aanount  remains 
In  the  Inventory  In  process,  it  must  represent  a  "send-back"  to 
the  laboratory  of  some  goods  which  were  unsatisfactory,  and  have 
to  be  partially  remade.   Indeed,  you  will  see  that  the  goods  were 
returned  by  one  of  the  finishing  departments,  viz.: No.  7.  As  to 
the  departmental  cost  proper  of  Department  No,  1,  it  has  been 
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transferred  in  full  to  Departments  Nos.  6  and  7,  with  the  excep- 
tion of  $305.86  which  has  been  charged  to  Departinent  No.  4,  and 
$3,300.19  charged  to  Department  No.  5. 

While  this  does  not  account  for  the  functions  of  De- 
partments Nos,  2^  3,  4,  and  5,  it  doeo  earmark  Departments  Nos, 
6  and  7  as  being  finishing  departments. 

Department  No.  2  receives  no  transfer  of  cost  from 
other  departments;  therefore  its  product  is  of  a  special  nature 
required  by  the  finishing  departments.  We  may  say  that  the  de- 
partment manufactures  tin  containers  for  the  packing  of  chem- 
icals in  solid  form.  Under  this  assumption.  Department  No.  6, 
which  has  received  in  toto  the  cost  accumulated  by  Department 
No  2,  would  be  the  finishing  department  for  solid  chemicals, 
while  No,  7  would  be  the  finishing  department  for  liquid  chem- 
icals.  Therefore,  Department  No.  3  might  be  said  to  manufac- 
ture stoppers  for  the  containers  used  by  Department  No.  7.  Stop- 
pers may  not  be  the  goods  actually  manufactured  but  they  will 
serve  our  purpose  just  as  well.  As  to  Department  No.  4,  since 
it  transfers  to  No .  3  the  product  that  it  manufactures,  this 
product  must  be  a  part  of  the  product  of  No.  3,  The  sajne  is 
true  of  Department  No,  5,  since  the  conditions  are  similar. 

To  sximmarize  our  analysis  of  the  system  so  far: 

Dept ,  No.  1,  Chemical  Laboratory 

2,  Tin  Boxes  and  Cans 

3,  )  Finishing  stopper  or 

4,  Stoppers  for  Containers  \         producing  part  of 

5,  )    stopper, 

6,  Solid  Chemicals  -  Finishing 

7,  Liquid  Chemicals  -  Finishing 
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This  being  the  general  outline  of  the  factory  organi- 
zation, let  us  try  to  obtain  some  information  in  regard  to  the 
system  in  use. 

The  pay-roll  is  departmentalized,  and  subdivided  by 
departments  as  between  labor  directly  chargeable  to  orders,  and 
labor  the  benefit  of  which  applies  to  all  the  orders  in  each  de- 
partment . 

A3  we  are  given  no  indication  as  to  the  material  com- 
ing from  stores,  it  is  probable,  or  at  all  events  possible,  that 
the  material  is  generally  distributed  when  received  to  the  de- 
partments using  it;  this  means  that  instead  of  being  charged  with 
average  cost  of  material  as  per  store  records,  the  goods  are 

harged  with  actual  cost  on  the  basis  of  invoices.  Each  bale, 
barrel,  box,  etc.,  of  material  placed  on  the  departmental  floor 
bears  distinctive  marks,  a  distinct  invoice  niimber  and  invoice 
price.   So  long  as  a  bale,  box,  etc.,  is  not  exhausted,  the 
goods  are  charged  with  the  cost  as  per  invoice.  When  another 
packing  container  is  opened,  the  prices  indicated  on  its  invoice 
prevail,  the  same  procedure  being  followed  from  invoice  to  in- 
voice . 

The  monthly  overhead,  as  obtained  from  the  general 
ledger,  is  distributed  by  departments  on  a  basis  not  given  by 
the  problem  but  in  all  certainty  expressive  of  the  actuality  of 
the  departmental  conditions.  At  the  end  of  the  month,  each  de- 
partment receives  notice  of  the  burden  to  be  absorbed  by  its 
product,  and  the  sum  thereof  is  prorated  over  the  units  of  manu- 


c 
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facture,  or,  rather,  first  over  the  total  units  of  the  orders 
put  in  process,  and  then  over  the  grosses,  dozens,  etc.,  com- 
prised in  the  total  of  the  order,  it  follows  that  the  actual 
cost  of  the  product  of  one  month  is  not  known  until  the  end  of 
the  month;  but  as  there  is  no  Indication  that  the  concern  is 
bidding  for  orders  and  needs  to  know  the  probable  cost  of  pro- 
duction before  establishing  the  sale  price,  the  above  method  of 
distributing  overhead  is  probably  satisfactory.  It  has  the  ad- 
vantage of  being  actual  atnd  of  affording  an  exact  basis  for  com- 
parison in  the  event  that  it  fluctuates  violently,  one  way  or 
another.  Decreased  unit  cost  may  be  due  to  a  greater  production 
of  units  or  to  a  reduction  of  expenses;  increased  unit  cost  may 
be  due  to  a  smaller  production  of  iinits  or  to  an  increase  of  ex- 
penses, both  of  which  must  be  accounted  for. 

The  departmental  cost  sheets  are  provided  with  a  num- 
ber of  columns  for  debits  and  credits.  Their  form  might  follow 
the  general  outline  of  the  following  illustration: 


Date 


2/5 
2/5 


Date 


9 

9 


hebit    side 


DEFARmSWI  NO.    6 


MOUTH  OF  JAMDARY.  1918 


TRANSFERS  FROM  OTHER  DEPARTMENTS 

DEPARTl3:iiT«L  COST 

SUMMARY 

Date 

Order 
Ho. 

Unit 

Qty. 

Unit 
Cost 

Amount 

Date 

Order 
No. 

Qty. 
Ordered 

Material 

Labor 

Over- 
head 

Total 

Order 
No. 

Qty. 

Total 
Cost 

Unit 
Cost 

2/5 
2/5 

l-S-410 
2-6-410 

Tin  Boxes  -  gross 

2,500 
100 

100- $20. 60 
4.90 

$515.00 
490.00 

2/9 
9 

6-410 

100  gross 

$190.00 

$1,045.00 

$612.00 

$1,847.00 

6-410 

99j 

$1,617.00 

$16.21 

CREDIT     SIDE 

DEPARTMENT  NO.   6 

MONTH  OF  JAinJAJff  ,  1918 

- 

1 

TBAM8FER8  TO  OTHER  DEPARIHEBTS 

IRAIISFEHS  TO  FINISHED  GOODS  OR  OTHER  AOCOUHTE 

LOSSES  AUD  SHRINKAGES 
INCLUDED  IK  COST 

INVENTORY  OF  GOODS  IN  PROCESS 
1 ' ' ' 

Date 

Order 
No. 

Particu- 
lars 

Unit 

Qty. 

Unit 
Cost 

Amount 

Date 

Order 
No. 

Unit 

Qty. 

Unit 
Coot 

Amount 

Particru- 
lars 

«ty. 

Unit 
Cost 

Amount 

Order 

Ilo. 

Unit 

Qty. 

Cost 

Amount 

9 
9 

&-410 
6-410 

9 

6-410 

gross 

99i 

$16.21 

$1,617.00 

F.   G. 

i  gross 
10  lbs. 

$  4.90 
20.60 

$1.22 
2.06 

o 
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The  cost  sheets  illustrated  in  the  foregoing  are  capable 
of  producing  an  inventory  In  process  which  is  readily  priced.   On 
the  other  hand,  the  shipping  department  keeps  an  accurate  record 
of  the  transfer  of  finished  goods  by  the  finishing  departments, 
and  the  entries  in  this  record  can  be  accurately  checked  from  the 
cost  sheets  of  Departments  Nos.  6  euid  7;  further,  as  tne  shipping 
department  keeps  a  thorough  record  of  all  goods  shipped  as  sold, 
the  book  inventoi"y  of  finished  goods  is  practically  permanent, 
both  as  to  quantities  and  prices. 

Briefly  described  as  it  has  been  in  the  preceding  re- 
marks, the  cost  system  in  use  by  the  Knickerbocker  Manufacturing 
Company  appears  to  be  eminently  suitable  to  the  requirements. 

As  to  the  presentation  of  the  results  of  the  account- 
ing period  in  statement  form,  we  must  discuss  the  theories  which 
are  involved. 

The  double  form  balance  sheet  required  by  the  problem 
is  a  clear  and  lucid  statement,  probably  the  most  sat iofactor^^' 
type  of  a  balance  sheet.   It  divides  the  enterprise  into  its 
natural  elements,  viz.,  financial  department  and  operating  de- 
partment. 

In  the  problem  whicn  we  are  discussing,  it  happens 
that  all  the  liquid  assets,  as  well  as  all  the  other  operating 
asBete,  are  shown  to  nave  been  entrusted  to  the  operating  depart- 
ment. This,  however,  is  far  from  being  necessary,  and  it  mi^ht 
very  well  happen  tnat  a  certain  caen  Imid  would  be  retained  by 
the  financial  department  for  its  own  use.   In  any  event,  the 
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financial  department  is   entirely  dissociated  from  the  trading  or 
manufacturing  operations  of  any  period.   It  stands  very  much  In 
the  same  relation  to  the  operating  department  as  certain  types  of 
holding  companies  stand  in  relation  to  the  operating  companies 
which  they  control  through  ownership  of  capital  stock  and  of  the 
equlpeent  used  in  operations. 

The  operating  department  begins  with  a  net  sum  of  liq- 
uid assets,  and  acquires  working  and  trading  assets  either  by  the 
sacrifice  of  liquid  funds  or  through  the  Incurrence  of  short  term 
obligations  known  as  current  debt  or  operating  debt.  It  then  manu- 
factures and  sells,  or  simply  buys  and  sells,  pays  its  own  ex- 
penses, and  returns  at  the  end  of  the  period  a  profit  which  is 
measured  by  the  extent  of  the  net  increase  of  the  fund  entrusted 
to  It. 

This  increase  of  the  net  fund  may  be  withdrawn  by  the 
financial  department,  in  the  form  of  cash,  either  to  acquire  new 
capital  assets  through  the  reinvestment  of  operating  profits,  or 
for  the  pvirposa  of  paying  out  the  profits  to  the  stockholders; 
or  again,  it  may  be  allowed  to  remain  in  the  hands  of  the  oper- 
ators in  order  that  operations  may  be  extended. 

The  problem  requires  the  establishment  of  a  summary 
statement  of  Income  and  profit  and  loss.   This  is  due  to  the 
fact  that,  generally  speaking,  the  average  statement  of  opera- 
tions is  too  encumbered  by  detail  to  make  it  possible  for  the 
reader's  eye  to  visualize  the  Important  facts.  The  first  thing 
that  should  attract  the  attention  of  the  executive  who  reads  the 
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statement  is  the  main  classes  of  facts;  if  he  is  desirous  of  ob- 
taining greater  detail,  he  will  be  glad  to  find  such  detail  classi- 
fied by  proper  schedules  which,  standing  by  themselves,  will  place 
greater  emphasis  upon  the  facts  which  they  recite. 

The  statement  of  Income  should  end  with  the  presenta- 
tion of  the  profit  and  loss  charges  wiiich  hav*  "educed  the  opera- 
ting profits  to  the  net  profits.  These  net  profits  are  now  sub- 
ject to  appropriations  for  reserves  not  chargeable  to  cost,  and 
to  deductions  for  dividends  payable  out  of  current  earnings.  The 
balance  »8  transferred  to  the  Surplus  account. 

The  Surplus  account  contains  two  classes  of  surplus, 
viz,,(l)  appropriated  for  depreciation  of  reserves  not  chargeable 
to  cost,  for  possible  losses  of  assets,  for  redemption  of  debts, 
or  for  federal  Income  taxes;  (2)  free  surplus  available  for  dis- 
tribution. The  reconciliation  of  the  account  as  between  the  first 
day  and  the  last  day  of  the  accounting  period  should  be  made  in 
two  sections,  as  indicated  above.   In  the  first  section  all  in- 
creases and  all  decreases  of  reserves  are  shown  to  result  in  the 
balance  expressed  by  the  balance  sheet;  in  the  second  section  all 
losses  previously  taken  as  gains  and  all  gains  previously  taken 
as  losses  are  to  be  recorded,  as  well  as  the  distributions  of  sur- 
plus under  the  form  of  dividends.  Needless  to  say,  the  transfer 
of  net  operating  profits  belongs  to  the  second  section. 

In  the  solution  presented  here,  you  will  undoubtedly 
notice  that  the  sales  of  prior  periods,  returned  in  the  present 
period,  have  been  divided  as  to  their  components,  cost  and  profits; 
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that  the  cost  lost  through  the  Irreparable  Injuries  sustained  by 
the  goods  has  been  shown  as  a  profit  and  loss  charge,  whereas  the 
profit  has  been  charged  to  surplus.  This  treatment  is  indicated 
by  the  very  nature  of  the  loss.   Sales  contain  two  things  -  cost 
and  profit.  When  a  sale  is  made,  goods  are  exchanged  for  an  ac- 
count receivable  which,  in  turn,  contains  two  things  -  an  exchange 
of  a  value  for  another  value,  and  profit.  The  profit  on  the  sale 
finds  its  way  into  the  surplus  through  the  profit  and  loss;  the 
capital  element  remains,  subject  to  future  transformations.   If, 
in  the  next  period,  the  sale  is  returned  and  the  goods  are  in 
proper  condition,  only  a  past  profit  has  been  lost  and  the  surplus 
must  be  adjusted  to  the  extent  of  the  profit  lost;  if  the  goods 
are  not  resalable,  the  loss  of  the  capital  materializing  in  this 
period  is  a  profit  and  loss  charge.  The  loss  of  profit  remains  a 
surplus  adjustment . 

As  to  terminology:   The  use  of  the  captions  "Comiiier- 
cial  Expense"  and  "Commercial  Profit"  are  from  my  viewpoint  far 
better  than  the  expressions  "Selling  Expense"  and  "Selling  Prof- 
its."  If  you  adopt  the  latter  captions,  the  cost  of  distribut- 
ing the  goods  to  their  markets  has  to  be  treated  as  a  deduction 
from  the  sales.   This  la  so  often  the  cause  of  ridiculous  re- 
sults that  it  should  be  resorted  to  as  little  as  possible.   If 
you  were  to  deduct  from  the  sales  of  &  New  York  department  store 
the  cost  of  delivering  the  goods  sold,  and  to  call  the  resulting 
figure  "Net  Sales"  or  "Net  Income  from  Sales",  they  would  wonder 
at  you,  and  perhaps  laugh  at  you.  They  consider  such  cost  as 
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cost  of  commercializing  the  gooda  and,  therefore,  as  an  out-and- 
out  consumption  of  gross  profits,  precisely  on  the  saune  lines  as 
selling  cost.   Consequently,  it  is  better  to  use  the  caption 
■Commercial  Expenses,"  and  to  subdivide  the  group  as  follows: 
packing,  wrapping,  delivering,  etc.,  and  selling. 

As  to  the  treatment  of  cost  of  financing,  protection 
of  capital,  taxes,  etc.,  as  expenses  Incurred  for  the  benefit 
of  the  enterprise  in  general,  it  has  the  advantage  of  avoiding 
the  use  of  the  classification  "Deductions  from  Income,"  which  a 
great  many  business  people  do  not  like  at  all.  Further,  by 
showing  the  coat  of  financing  net,  you  not  only  avoid  "Addi- 
tions to  Income"  which  are  generally  supposed  to  have  nothing 
to  do  with  operations  and  which  in  reality  emanate  from  them, but 
you  are  stating  the  truth  in  a  far  clearer  way. 
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ASSETS  -  FIMAKCIAL   SECTIOM 

CAPITAL   ASSETS: 

Land  ar.a  Bulldlnga $156,365.18 

Povier  Plant,  Machinery  and   Tools $134,706.51 

Leaa  Depreciation  charged  to  Coat 43,016.67 

Balance  Undepreciated 91,687.84 

Furniture  and  Flituree ^'J°2"fl 

Irade-Uarl:  and  Patterns ,i'2flc? 

Tranaportat  Ion  Equipment 28,535,67 

OPERA TIWG  ASSEK: 

net  Fund  Entrusted  to  Operating  Department 618,004.68 


LIABILITIES  -  FIMAliCIAL   SECTIOil 


CAPITAL  LIABILniES: 


Capital  Stock: 

Preferred $112,000.00 

Common 1,500.00 


Total $113 ,500 .00 

71,600.00 


Funded  Debt: 

Mortgage  on  Real  Estate 


TOTAL  ASSETS  -  Financial  Section $909,359.67 


SURPLUS:      (See  Exhibit    "C") 

(1)  Appropriated: 

(a)  For  Depreciation  of  Physical  Units  not 

chargeable  to  coat $  27,510.81 

(b)  For  posaible  Losses  of  Accounts  Receiv- 

able   4,085.05 

(c)  For  Federal  Taxes  on  1918  Income 32,180.00 

Total  Appropriated $  63,775.66 

(2)  iSee 660,283.81 

Total  Surplus 724.059.67 

TOTAL  LIABILITIES  -   Financial   Section $909,359.67 


OPERATINS  SECTIOM 


ASSETS 

OPERAima  ASSETS; 

(1)  Trading  and  Working: 

(a)    Trading: 

Inventory  of  Finiehed  Goode $185,553,05 

scrap  Materials 8,833.65 


Total   Trading. 


$194,386.70 


(b)  Working: 

Goode   in  Process $  35,501.93 

Manufacturing  Materials 462,809.52 

Consumable  Supplies 28.254.50 


Total  Working. 


(2)  Current: 

Cash. $  42,392. 58 

Accounts  Rsoeivablo 163,240.43 

Liberty  Honda 7,175.00 


526.565.95 
$720,952.65 


Total  Current 212,808.01 

4,893.17 


(3)  Prepayments: 

Insurance * 

Bills  of  Creditors  Discounted;     Supplies 
not  received;   not   inventoried 4,705.36 


Total  Prepayments. 


9.598.55 


TOTAL  OPERAima   ASSETS $943,359.21 


LIABILITIES  -  OPERATINO  SECTION 

OPERATING  LIABILITIES: 

(1)   Current  Debt : 

Notes  and  Loans  Payable $265,000.00 

Oredltora   for  Uerohandioe 36,480 .51 

Dividends  to  Stockholders 2,240.00 


Total  Current  Debt $303,720.51 

(2)  Accrued  Debt: 

Salaries  and  Wagee $  15,011.82 

Oommiseiona 6,622.20 

Total  Accrued  Debt 21,634.02 

TOTAL  OPERATING  LIABILITIES $325,354.53 

(3)  Net  Fjnd  of  Operating  Aaeets  Loaned  by  Finan- 

clal  Department 618,004.68 


$943.359.21 


c 
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Exhibit    "B" 

THE  KNICKERBOCKER  MANU  FACT  USING  C0MPAI7Y 
SmOJAHY   STATEMENT   OF  INCOME  AND  PROFIT   AJTO  LOSS 
For  the  Year  Ended  December  31^    1918 

IIJCOtJE  FROM  SALES; 

Gross  Sales $2,136,392.87 

Deduct  Returned  Sales  and  Allowances  on  defec- 

t ive  goods 4.472.91 

Net   Sales  -  Inoone  from  Sales $2,131,919.96 

COST  OF  GOODS  SOLD; 

(1)  Inventory  of  Finished  Goods,   January  1,    1918..    $     118,504.08 

Deduct   Salesmen's  Saunples  taken  out    of   stook  14  ,172.74 

Balance $     104,331.34 

(2)  Manufactxiring  Cost   of  Goods  Finished  by  Depart- 

ments 6  and  7,    during  the  year    (as  per   Sched- 
ule  No.    1) 1.359.184.54 

(3)  Cost    of  Finished  Goods  available  for   sale $1,463,515.88 

(4)  Deduct    Inventory  of  Finished  Goods,   December 

31,    1918 165.553.05 

Cost    of  Goods  Gold 1,277.962.83 

GROSS   PROFIT   ON  SALES >- $      853,957.13 

COLILIERCIAL   EXPENSES; 

Shipping  (as  per  Schedule  No.  3) $  233,579.89 

Selling        "        "  "  "      "    326,847.85 

I  Total  Commercial  Expenses.. 560^427.74 

COMMERCIAL   PROFIT $      293,529.33 

ADMINISTRATIVE  AND   GENERAL  EXPENSE: 

!      Administrative    (as  per  Schedule  No.  4) $       82,323.50 

I 

General  Expense: 

!    Cost  of  Financing  (as  per  Schedule  No.  4) 41,930.03 

•    Protection  of  Capital   "      n     n   «  9,030.00 

'          Taxes                                        "               "            "      "    10.000.00 


'                      Total  Administrative  and  General  Expense 143,283.53 

l! 

^iPROFlT   FROM  OPERATIONS $150,245.83 

PHOFIT  a:?D  LOSS  CHARGES  (as  per  Schedule  No.  5) 18.542.18 

PROFIT  AND  LOSS  SURPLUS  FOR  THE  YEAR $1^1,  703  .68 

APPROPRIATION  FOR  RESERVES  NOT  CHARGEABLE  TO  COgT  (See  Exhibit  "C")  6.226.51 

PROFIT  AND  LOSS  BALANCE  -  Transferred  to  Surplus $125.477  .17 
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Schedule  Mo.  1  of  Exhibit  "B" 

THE  KNICKERBOCKER  MASUFACTURIMG  COMPANY 

DETAIL  OF  UANUFACTURING  COST  OF  GOODS  FINISHED  DURING  THE  YEAR  ENDED 

DECEMBER  31,  1918,  BY  DEPARTMENTS 

Ho.  1       Mo.  2       So.  3       Mo.  4      Mo.  S  No.  6        No.  7         TOTAL 

(a)  INITIAL  INVENTORY   IN  PROCESS, 

January  1,    1918  | $   2,009.26     $ $  57.97     $ $      8,532.36     $        13,495.98     $       24.095.57 

(b)  DEPARTMENTAL  COST  OF  OPERA- 

TIONS OF  THE  YEAR: 

Materials $372,996.65     $69,776.09     $55,079.63     $20,500.69     $51,077.42  $64,990.44     $     485,459.19     $1,119,880  11 

Direct   Ubor 4,300.22          6,035.97          10,176.54         3,867.97          6,863.69  16,197.53              45,622.98             93,064.90 

Overhead   (as  per  Schedule 

No.    2) 21,113.23       15-837.79  11,352.32  6,839.88         7,030.83  20,025.20 85,739.61  167,938.86 

Total  Departmental   Cost..      $398,410.10     $91,649.85     $   76,608.49     $31,208.54     $64,971.94  $101,213.17     $      616,821.78     $1.380,883.87 

(0)  INTER-DEPAHTMEHTAL  TRANSFERS 

OF  COST: 

Dept.    No.    1   transfers  to...      $                           $                         $                           $       305.86     $   3,300.19  $   96,231.66     $     298,572.39     $     398,410.10 

■        "        2             "             "...  93,659.11                                                 93,659.11 

"        "        3             "             "...  171,736.61             171,736.61 

"        "        4            "            "...                                                                 97,106.43  97,106.43 

"        »        5             "             "...                                                                                                  68,272.13  68,272.13 

"        "        6            "            "...  15,606.04              15,606.04 

"        "        7            "            "...             2,316.66  24,220.92                                              26,537.58 

Total  Inter-Departmental 

Transfers $      2,516.66     $ $   97,106.43     $68,577.99     $  3,300.19  $214,111.69     $     485.915.04     $     871,328.00 

(d)  CROSS  ACCUMULATED  COST $400,726.76     $93,659.11     $173,714.92     $99,844.50     $68,272.13  $323.857.22     $1.116.252.80     $2,276,307.44 

(e)  CREDITS  FOR  TRANSFERS: 

To  Other  Departmerts $398,410.10     $93,659.11     $171,736.61     $97,106.43     $68,272.13  $15,606.04     $        26.537.58     $      871,328.00 

"     Expense  Accounts 10.95 9,772.87 9.783.82 

Total   Credits ^598.410.10     $93.659.11     $171.747.56     $97,106.45     $68.272.13  $   25.378.91     $       26.537.58     $      881.111.82 

(f)  NET  ACCUMULATED  COST i      2.516.66     $                           $      1,967.36     $2,738.07      $  $298,473.31      $1,089,695.22     $1,395,195.62 

(g)  DEDUCT   INVENTORY  IN  PROCESS .  «,,,.,,   „^                ,=   =^,    „, 
December  31.   1918 ..            2.316.66 1,967.36         2.738.07 16.011.94  12.4b7.90                35,501.93 

('''   GROSS  MANUFACTURING  COST  OF  ,                     ,     ^,    „„    .,,,    ,^     .,    ,^„  ^„,   .„ 
GOODS   FIHISHEDT". | $ $ $ I $282,466.37      $1,077,227.32     $1,359,693.69 

( 1 )  DEDUCT    INCREASE  OF   INVENTORY  OF  SCRAP  MATERIAL g09-_15 ^^0-  00 ^Q^- ^^ 

(J)    NET  MAMUFACTURING   C'i:T   OF  GOODS   FIKISHED $282.257.22     $1,076,927.32     $1.359.184.54 
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Schedule  No.  3  of  Exhibit  "B" 

THE  KNICKERBOCKER  MANUFACTURING  COMPANY 

DETAIL  OF  COMMERCIAL  EXPENSES  FOR  THE 

YEAR  ENDED  DECEMBER  31,  1918 

SHIPPING  EXPENSES; 

Cost  of  Distribution  to  Jobbers  and  Ware- 
houses   $173,346.46 

Warehouse  charges  pending  Distribution 17,000.13 

Salaries  and  Wages  -  Shipping  Department....  25,843.35 

Traveling  Expense  -  Shipping  Manager 656.42 

Miscellaneous  Shipping  Materials  Consumed...  4,794.28 

Miscellaneoxos  Shipping  Expense 11,939.25 

Total  Shipping  Expenses $233 , 579 . 89 

SELLING  EXPENSE; 

Salaries  of  Selling  Force $  23,128.75 

Commissions  of  Selling  Force 185,407.34 

Advertising 108,264.43 

Misoellaneoxis  Expense 10,047.33 

Total  Selling  Expense 326,847.85 

TOTAL  COMMERCIAL  EXPENSE $560.427.74 
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Schedule  No.  4  of  Exhibit  "B" 

THE  KNICKERBOCKER  MANUFACTURING  COMPANY 

DETAIL  OF  ADMINISTRATIVE  AND  GENERAL  EXPEMSE  FOR 

THE  YEAR  ENDED  DECEMBER  31.  1918 

ADMINISTRATIVE  EXPENSE: 

Salaries  of  Officers $60,000.00 

General  Office  Salaries 10.000.00 

All  Other  Administrative  Expense 12.523.50 

Total  Administrative  Expense $  82,323.50 

GENERAL  EXPENSE: 

Cost  of  Financing:: 

Discounts  on  Customers'  Ac- 
counts   $37,352.14 

Deduct  Discounts  on  Credi- 
tors' Accounts 20,718.64 

Balance $16,333.50 

Interest   and  Discount   on  Notes   and   Loans..      25.296.53 

Total   Cost  of   Financing $41.930.03 

Protection   of   Capital: 

Fire   Insurance  Premiiims $  5,630.00 

Employers'    Liability   Premiums 3 , 400 . 00 

Total    Protection   of   Capital $  9,030.00 

Taxes: 

Local  Taxes,  Licenses,  Fees,  etc $10.000.00 

Total  General  Expense 60,960.03 

TOTAL  ADMINISTRATIVE  AND  GENERAL  EXPENSE $143,263.53 
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Schedule  No.  5  of  Exhibit  "B" 
THE  KNICKERBOCKER  MANUFACTURING  COMPAKY 
PROFIT  AND  LOSS  CHARGES  FOR  THE  YEAR  ENDED 
DECEMBER  31,  1918 


Breakage  of  Carboys  and  Empt  ies $  1,  554 .38 

Cost  of  Goods  Sold  in  Prior  Periods,  returned  in  this 

period  unsalable 14,  351 .09 

Freight  on  Sales  of  Prior  Periods,  returned  in  this  period.   2,536.71 

$18,542.18 


PROBLEM     K  0.   6 


THE  3ALA:t:E  3HEET  OF  LIFE   INSURANCE  GOMPAIiIZS 
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PROBLEM  NO.  6 
THE  BALANCE  SHEET  OF  LIFE  INSURANCE  COMPANIES 

Text  of  the  Problem 

From  the  following  accounts,  footnotes,  and  additional  facts, 
prepare  a  balance  sheet  on  the  general  lines  required  by  the  Super- 
intendent of  Insurance  of  the  State  of  New  York. 


Real  Estate (1)  $  1,550,000,00 

Time  Loans  on  Col- 
lateral      300,000.00 

Real  Estate  Loans..     904,235.00 

Loans  on  Policies..   6,418,130.00 

Investments  in 

Stocks (2')    1,898,000.00 

Investments  in 

Bonds (2^)   14,172,750.00 

Cash  in  Offices  ....      75, 000 .00 

Cash  in  Depositor- 
ies  (3)    3,920,256.57 

Agents'  Balances(4)     330,979.18 

Furniture,  Fixtures, 

and  Stationery...      40,500.00 

Accrued  Interest  on 

Mtges 1,930.50 

Accrued  Interest   on 

Bonds 90,050.00 

Accrued  Interest  on 

Collateral  Loans.         960.30 

Accrued  Interest  on 

Policy  Loans 12,000.00 

Accrued  Rental  of 

Leased  Property. .       5,000.00 

Uncollected  Premi- 
ums Due  and  Ac- 
crued  (5)      60,140.00 

$29,779,931.55 


Claims  under  Policy 

Contracts (6)  $  292,900.00 

Dividends  left  at 

interest 74,600,00 

Premiums  Collected 

in  advance 60, 000 .00 

Interest  on  Foreign 
Policy  Loans,  Col- 
lected in  advance     64,650.00 

Commissions  Due  and 

Accrued 25,  000 .00 

Salaries,  etc..  Ac- 
crued       7,610.00 

Dividends  due  to 

Policy-holders...     20,220.00 

Dividends  on  Capi- 
tal Stock 35,000.00 

Aqcumulated  Insur- 
ance Fund 28,699,951.55 

Capital  Stock 500,000.00 


$29,779,931.55 


(1)  Unencumbered  -  market  value  $2,100,000. 

(2)  2'  Market  value  $2,000, OOOj  2*  market  value  $15,100,000. 

(3)  On  deposit  at  interest  $3,401,456.57;  not  at  interest  $518,800. 
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(4)  Debits  $450,710.20;  credits  $119,731.02. 

(5)  Entered  In  the  ledger  only  on  last  day  of  the  year;  entry 

reversed  on  the  first  day  of  the  next  year.  Made  up  of: 
due  and  unreported  $10,140;  deferred:   new  business 
$10,000;  old  business  $40,000.   Loading  thereon:   on  new 
business  $1,000;  on  old  business  $5,000. 

(6)  For  death  claims  due  and  unpaid  $42,300;  In  process  of 

adjustment,  $50,000;  reported,  no  proof  received,  $150,000 
-  resisted  by  the  company  $50,600. 

ADDITIONAL  FACTS 

The  dividend  department  reports  that  according  to  their 
approximate  calculations  up  to  and  including  December  15,  1918, 
there  should  be  appropriated  $266,500  for  dividends  on  deferred 
dividend  policies. 

The  actuaries  report  that  the  legal  reserve  on  all  out- 
standing policies  at  December  31,  1918,  amounts  to  $23,000,000, 
including  reversionary  additions;  that  the  net  present  value  of 
annuities  Is  $980,000;  that  the  net  value  of  the  risks  of  the 
company  reinsured  in  other  companies  is  $210,000. 

The  real  estate  department  reports  that  all  mortgages 
securing  loans  on  real  estate  are  first  liens. 

The  tables  used  by  the  company's  actuaries  are  on  the 
basis  of  3^  and  4^. 
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Diacussion  of  Problem  No,  6 

The  balance  sheet  of  a  life  InsTirance  company  la  prob- 
ably the  most  difficult  and  the  least  satisfactory  of  all  the 
statements  which  an  accoxintant  may  be  called  upon  to  establish. 

Edward  P.  Moxey,  Jr.,  says  in  his  book  "Accounting 
Systems,"  that  "the  accounting  system  of  an  insurance  company  is 
almost  as  simple  as  that  of  a  building  loan  association," 

This  may  be  true,  although  after  years  of  auditing 
of  the  books  of  a  large  insvirance  company  I  hold  an  entirely 
different  opinion.   In  principle,  however,  Mr,  Moxey  Is  right, 
in  that  the  general  books  are  not  intended  to  record  the  all- 
important  liability  of  the  company  for  legal  reserve  on  out- 
standing policies.  The  facts  given  by  the  general  ledger  are 
merely  expressive  of  financial  results;  they  can  be  nothing 
else,  because  the  accounting  department  has  no  knowledge  of  the 
bases  on  which  the  reserves  are  computed.  Further,  if  they  had 
such  a  knowledge,  it  would  be  impossible  for  them  to  give  expres- 
sion to  the  facts  at  any  time  during  the  accounting  period;  they 
could  only  do  so  yearly,  in  statement  form,  after  Homeric  effort. 

The  general  ledger  of  a  life  insurance  company  expresses 
only  such  liabilities  as  have  matured,  or  have  accrued  and  are  to 
mature  shortly  in  a  positive  manner  within  a  period  readily  de- 
termined.  It  does,  indeed,  contain  during  the  accounting  period 
the  aaune  classes  of  nominal  accounts  as  the  ledger  of  any  busi- 
ness concern;  and,  at  the  end  of  the  accounting  period,  the  re- 
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suit  of  these  accounts  appears  as  a  profit  or  a  loss,  tranafera- 
ble  to  the  credit  or  aebit  of  the  "Surplus,"  "Insurance  Reserve," 
or  "Accumulated  Insurance  Fund,"  whatever  name  the  account  bears. 

If,  however,  you  will  bear  In  mind  that  the  liability 
of  the  company  for  the  risk  that  it  takes  In  insuring  the  life 
of  the  policy-holders  cannot,  obviously,  be  carried  on  the  finan- 
cial books,  you  will  reaaily  understand  that  the  account  Surplus 
is  far  from  representing  the  difference  between  assets  and  lia- 
bilities; that  it  must,  in  fact,  represent  reserves  against  future 
liabilities,  as  well  as  unassigned  funds.  To  make  this  clear  re- 
quires a  long  explanation,  which  I  am  going  to  try  to  make  ae 
brief  and  simple  as  possible. 

The  compensation  received  by  the  company  for  ass-uming 
the  risk  of  the  insured's  death  is  received  not  all  at  once  but 
periodically,  for  as  many  yearly  periods  or  subdivisions  thereof 
as  is  provided  by  the  insurance  contract.  This  contract  may  pro- 
vide for  premiums  to  be  paid  by  the  insured  as  long  as  he  wishes 
to  be  under  the  company's  protection;  or  it  may  be  high  enough  to 
produce  within  20  years,  or  10  years,  the  amount  of  money  nec^f^- 
sary  to  accumulate  such  a  fund  as  will  warrant  the  company  to 
carry  the  risk,  without  further  compensation,  for  the  whole  of 
the  insured's  life.   It  may,  indeed,  provide  both  for  the  pro- 
tection of  his  life  and  for  additional  benefits. 

The  premium  is  made  ui'  of  two  distinct  ilements:  (1) 
the  ctmount  necessary  to  defray  the  insurance  expense,  that  is 
to  say,  commissions,  writing  of  Insurance,  and  a  pro  rate  for 
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administrative  expense,  due  consideration  being  given  to  the  re- 
duction of  certain  of  these  expenses  during  the  renewal  period 
of  the  policy;  (2)  an  amount  which,  placed  at  interest  on  the 
exact  date  of  its  maturity,  will  produce  at  the  end  of  any  given 
year  the  reserve  fund  that  the  policy  must  have  in  order  to  hold 
its  unit  place  in  a  group  of  policies  of  the  ssune  age,  all  obey- 
ing the  same  mathematical  laws. 

Every  policy  belongs  to  a  group,  to  a  class,  the  de- 
termining elements  of  which  are:  (1)  homogeneous  contractual  re- 
lations, and  (2)  similarity  of  ages  of  the  policy-holders  consti- 
tuting the  group.  Assume  that  a  group  of  100,000  men,  of  the  age 
of  30,  insure  their  lives  individually  for  $1,000  each,  the  premi- 
ums to  be  paid  regularly  during  their  life  time:   the  first  thing 
that  comes  to  ycur  mind  is  that  the  question  of  computing  the 
premixim  to  be  charged  becomes  very  complex  through  the  simple  fact 
that  some  of  the  group  of  insured  will  die  during  the  first  year, 
others  during  the  second  year,  etc.,  until,  after  30  years,  there 
will  be  comparatively  a  very  small  number  of  sxirvivors.  Axio- 
matically,  those  who  survive  from  year  to  year  have  to  pay  such 
sums  as  will  enable  the  company  to  accumulate  the  funds  necessary 
to  pay  all  claims  as  they  mature. 

Actuaries  are  provided  with  sundry  tables,  some  made 
by  themselves  as  a  body,  and  resulting  from  the  experience  of  the 
companies  which  they  servej  others  computed  from  the  experience 
of  a  number  of  representative  insurance  companies  operatlnjj  in 
America;  while  still  others  take  as  a  basis  the  statistics  of 
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European  companies  or  governments,  principally  when  Intending  to 
operate  in  foreign  fields.  The  bases  provided  by  these  tables 
are  affected  by  a  thousand  and  one  things  developing  dally,  and 
tending  to  prolong  or  to  reduce  the  life  of  mankind  in  general; 
but  as  it  would  serve  no  purpose  to  complicate  matters  to  the 
point  where  the  simplicity  of  the  original  proposition  would  be 
vitiated,  nothing  more  will  be  said  about  this. 

Consulting  their  tables,  the  actuaries  ascertain  that 
the  mortality  of  the  group  will  be,  say,  760  in  the  first  year, 
770  in  the  second  year,  oscillating  yearly  thereafter,  in  a  well- 
known  manner,  betvveen  800  and  2,350,  until  finally,  at  the  end 
of  the  98th  year  of  the  tables,  that  is  to  say,  at  the  end  of  the 
63rd  period  of  the  group  life,  4  policy-holders  will  survive. 

The  proposition  confronting  the  actuaries  can  be 
stated  as  follows:   Being  given  a  certain  number  of  years,  in- 
volving a  constantly  decreasing  amount  of  premiums  to  be  received, 
and  a  constantly  fluctuating  number  of  claims  to  be  paid,  find  a 
sum  of  money  which  at  a  basic  rate  of  compound  interest  will  pro- 
duce enough  to  pay  all  claims  as  they  mature.  Dividing  the  re- 
sult by  the  original  number  of  policy-holders,  i.e.,  100,000, 
will  give  the  individual  yearly  premium. 

This  rule  must  be  understood  as  not  considering  the 
element  of  the  premium  which  is  to  defray  commissions  and  insur- 
ance expense,  etc.,  and  is  usually  referred  to  as "loading." 

It  is  easy  to  conceive  that  the  face  value  of  the 
policies  representing  the  risk  assumed  by  the  insurance  company 
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cannot  be  treated  as  a  liability.  The  liability  exists  in  fact, 
but  not  In  that  manner.  Since  the  tables  of  mortality  are  the 
bases  of  the  premiums,  the  only  positive  liability  of  the  company 
at  the  end  of  any  given  year  is  the  ajnount  of  the  accumulation 
of  funds  that  the  tables  provide  for  at  the  end  of  that  period. 
The  only  way  to  ascertain  whether  or  not  the  required  funds  have 
been  accumulated  is  to  ascertain  the  profit  and  loss  surplus  of 
the  period,  and  add  it  to  the  previous  surplus,  properly  recon- 
ciled. Then,  upon  submission  by  the  actuaries  of  the  mathe- 
matical amount  of  surplus  funds  which  the  existing  policies  must 
have  acciomulated  at  such  a  time,  the  ajnount  of  positive  liabili- 
ties to  policy-holders  which  the  siirplus  contains  is  ascertained 
and  stated.  The  remainder  is  unassigned  surplus  funds. 

The  proposition  Is  far  from  being  as  simple  as  the 
foregoing  might  seem  to  indicate;  but  It  is  not  my  Intention  to 
give  you  a  course  in  life  insurance  work.   I  merely  want  to  make 
you  understand  the  conditions  surrounding  the  establishment  of 
the  balance  sheet  of  life  ins\irance  companies. 

The  portion  of  the  premi\am  which  must  produce  the  re- 
serve can  be  affected  only  by  interest  or  by  the  maturity  of 
death  losses.  The  fvmds  may  be  invested  in  securities  which 
will  produce  more  interest  than  the  required  sunount,  but  they 
cannot  be  Invested  in  such  a  manner  as  to  produce  less;  and  yet 
errors  of  judgment  may  be  made,  financial  weakness  may  develop 
where  strength  was  expected,  deaths  may  exceed  the  expectations 
concerning  the  group,  tables  and  their  wisdom  notwithstanding. 
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The  possibilities  are  so  many  and  so  serious,  the  care  to  be 
exercised  is  so  great,  that  the  custody  of  these  reserve  funds, 
usually  referred  to  as  legal  reserves,  had  better  be  left  to  the 
actuarial  department. 

As  to  the  portion  of  the  premium  which  represents 
loading,  it  confines,  in  principle,  the  amount  of  expenses  to 
the  circle  which  limits  the  premium.  If  the  company  is  carefully 
administered,  it  is  safe  to  say  that  the  premium  loading  will 
produce  more  than  is  required.   In  the  latter  event,  a  partial 
refund  of  the  original  aunount  will  be  made  to  the  policy-holder 
under  the  form  of  a  "dividend,"  This  dividend  may  be  collected 
in  cash,  or  used  to  pay  future  premivims,  or  left  with  the  compa- 
ny at  interest,  or  in  certain  cases  used  to  purchase  additions  to 
the  original  policy  contracts.  As  these  additional  ajnounts  re- 
vert to  the  policy-holder  at  the  time  of  his  death,  or  at  the 
time  of  the  expiration  of  the  policy,  they  are  called  reversion- 
ary additions.   They  represent,  in  fact,  the  amount  which  the 
dividends  will  have  produced  at  compoxind  interest,  at  a  given 
rate,  at  the  maturity  of  the  policy. 

The  premiums  received  by  a  life  insurance  company  are 
considered  as  income.   In  principle,  the  only  portion  of  the 
premium  which  can  be  so  considered  is  the  portion  received,  the 
portion  earned  by  the  company  but  not  collected  being  positively 
excluded.  The  principle  was  rigidly  enforced  in  the  days  where 
the  majority  of  the  policies  were  subject  to  a  clause  which 
voided  the  contracts  and  all  benefits  thereunder  If  the  premiums 


6  -  130 

were  not  paid  within  a  reasonable  period  after  they  were  due. 
How,  however,  practically  all  policies  have  a  value  of  some  sort 
when  they  have  been  In  force  for  a  period,  which  varies  with  the 
companies  and  the  types  of  policies  but  can  generally  be  stated 
as  three  years.  Under  such  conditions  it  is  perfectly  feasible 
to  consider  as  income  of  any  given  year  all  premiums  of  that 
year,  and,  in  case  of  the  adjustment  of  the  policy  to  its  legal 
value  when  premiums  are  not  collected,  to  collect  them  together 
with  interest  by  deducting  them  from  the  amount  of  the  benefit 
to  which  the  policy-holder  is  entitled.  Still,  it  is  probably 
true  that  uncollected  premitims  do  not  figure  on  the  general 
books  as  Income  during  the  accounting  period.  They  are,  how- 
ever, taken  into  consideration  at  the  end  of  such  a  period, 
and  may  or  may  not  be  recorded  on  the  ledger  at  the  time;  if 
they  are  recorded,  the  entries  giving  them  expression  may  be 
reversed  the  next  day,  or  henceforth  the  books  may  be  kept  on 
the  accrual  basis. 

The  saune  is  true  of  every  item  which  goes  towards 
constituting  the  income  of  the  company.  This  explains  the  use 
of  the  classification  "Non-Ledger  Assets"  by  the  form  on  which 
companies  must  report  to  the  state. 

The  use  of  market  values,  as  suggested  by  the  so- 
lution of  the  problem  presented  to  you,  has  been  strenuously 
objected  to  by  certain  accountants.  It  is  said  that  since  the 
basic  principle  of  a  life  insurance  company  is  to  invest  funds 
at  the  best  possible  rates,  for  periods  as  long  as  possible. 
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in  order  to  accumulate  its  legal  reserves.  It  has  nothing  to  do 
with  market  fluctuations.   It  could,  indeed,  take  advantage  of  a 
low  market  to  buy  good  investments;  it  could,  on  the  other  hand, 
sell  in  an  extraordinarily  high  market,  to  buy  later  at  a  lower 
price;  but  it  is  very  unlikely  to  do  so,  precisely  because  it  is 
not  interested  in  fluctuations  and  consequent  profits  or  losses, 

A  life  insurance  company  is  not  a  speculator;  it  is 
an  investor.   It  is  tmdeniably  true  that  it  need  not  worry  about 
market  values,  so  long  as  the  fluctiiations  thereof  do  not  affect 
the  security  of  its  investments.  But  it  is  just  as  true  that  the 
company  very  probably  does  not  figure  its  siirplus,  or  its  divi- 
dends on  the  status  of  the  market.  And  since  the  state  does  not 
require  that  the  company's  surplus  be  adjusted  on  the  books  to 
meet  the  amount  reported  on  the  state  form,  no  one  is  the  worse 
off  for  the  use  of  market  values.  The  state  form  is,  to  a  great 
extent,  established  for  purposes  o*f  control;  the  quantity  of 
schedules  to  be  furnished  affords  a  ready  means  of  ascertaining 
the  possible  violations  of  the  Insurance  laws  of  the  state;  the 
use  of  market  values  affords  additional  information  suitable  to 
the  state  purpose;  it  does  not  force  upon  the  company  a  policy 
which  might  be  injurious  to  some  classes  of  policy-holders  as 
against  other  classes;  hence  It  is  harmless  to  the  interested 
parties.  As  it  may  be  useful  to  the  state,  nothing  can  be  said 
against  it. 

So  far  as  income  from  investments  is  concerned,  and 
speaking  particularly  of  investments  in  bonds  (this  being  the 
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large  majority  of  securities  owned  by  a  life  insurance  company), 
the  only  thing  that  the  company  considers  as  Income  is  the  Inter- 
est as  affected  by  the  amortization  of  the  premiums  and  the  ac- 
ciamulatlon  of  discounts.   If  there  is  a  condition  under  which  the 
theory  of  amortization  applies,  such  a  condition  is  presented  by 
a  life  insurance  company,  whose  object  is,  basically,  to  keep  its 
investments  until  their  maturity  and  to  acquire  them  at  such  a 
rate  as  will  yield  the  required  Income, 

Broadly  speaking,  the  Profit  and  Loss  account  of  a 
life  Insurance  company  is  made  up  of  the  following  elements: 


Debits 

Insurance  Expense 

Commissions  to  Agents 
Agency  Expense 
Investment  Expense 
Administration  Expense 

Claims  Matured  under  Policies 
Mortality 

Surrenders,  Lapses,  Changes 
Annuities 

Dividends  to  Policy-Holders 
Losses  on  Sales  of  Investments 


Credits 

Premi\ams  on  Policies 
Annuity  Premliims 
Dividends  on  Investments 
Interest  on  Investments 
Gains  on  Sales  of  Investments 


The  above  is  given  to  you  in  order  to  emphasize  the 
fact  that  claims  under  policies  are  not  considered  as  payments 
of  liabilities,  but  as  part  of  the  disbursements  of  the  year, 
expected  under  the  provisions  of  the  policies  and  by  virtue  of 
the  basic  figures  which  established  the  premium  Income, 

As  to  the  surplus,  whatever  there  is  left  after  ascer- 
taining the  liability  for  legal  reserves,  appropriating  certain 
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funds  for  extraordinary  purposes,  and  paying  the  dividends  to 
the  stockholders,  is  supposed  in  a  general  way  to  belong  to  the 
policy-holders.  For  the  sake  of  showing  you  how  vague  is  the 
nature  of  this  sxirplus,  I  will  reproduce  here  the  substance  of 
an  article  inserted  in  an  agents*  manioal  by  a  laree  insurance 
company  for  the  education  of  its  solicitors: 

■SURPLUS" 


"What  is  the  sxirplus  of  a  life  company?  Is 
it  a  strange,  weird,  mysterious,  abstruse  mathematical 
quantity  about  which  there  must  be  all  sorts  of  doubts 
and  uncertainties,  and  the  true  significance  of  which 
can  only  be  gathered  after  profound  research,  and  only 
by  those  who  have  rare  technical  scientific  knowledge? 
It  would  seem  so  from  the  talk  with  which  some  people 
connected  with  certain  life  companies  favor  the  public. 

"But,  as  a  matter  of  fact,  the  surplus  of  a 
life  company  is  precisely  what  the  surplus  of  any 
individual  is.   It  is  nothing  more  nor  less  than  the 
money,  or  property,  which  the  company  holds  after 
making  provision  for  all  its  obligations.   It  is,  there- 
fore, the  most  important  part  of  its  holdings.  It 
measures  its  wealth,  its  strength,  the  q\iality  of  its 
management,  and  its  success. 

■Recently  a  trust  company  and  a  large  banking 
firm  in  New  York  closed  their  doors.  Both  the  com- 
pany and  the  firm  owned  property  worth  millions,  but 
their  obligations  ran  into  the  millions  also,  and 
exceeded  their  assets.  In  other  words,  they  had 
ceased  to  be  wealthy  because  they  lacked  surplus, 

"The  man  who  puts  all  his  savings  into  a 
house  valued  at  $20,000  is  not  worth  that  svim  if  there 
is  a  mortgage  on  the  house  of  $15,000.   His  wealth  is 
represented  by  his  surplus  -  the  difference  between 
the  value  of  the  house  and  the  amount  of  the  mortgage, 
naimely,  $5,000.   'But,*  someone  says,  'doesn't  the 
surplus  of  a  life  company  differ  from  the  surplus  of 
a  business  firm  or  indivldxial?   Is  It  not,  in  fact, 
a  liability?'   Let  us  discuss  that  proposition:   The 
surplus  of  a  company  conducted  on  the  mutual  plan  is, 
in  a  certain  sense,  a  liability.   It  is,  so  to  speak. 
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an  Item  of  liability  which  the  company  is  responsible 
for  to  those  inside  the  organization.  The  surplus, 
therefore,  meas\ires  their  wealth  -  the  surplus  fund 
from  which  their  dividends  are  drawn.  And  this  fimd 
is  Invested  and  reinvested  from  year  to  year  for 
their  f\irther  enrichment.  Moreover,  it  measures  the 
value  of  the  quarantees  they  collectively  msike  to 
one  another,  under  the  policy  contract  held  by  each 
member, 

"The  agent  of  the  company  need  not  hesitate 
in  admitting  that  the  surplus  is  a  liability;  It  is 
a  liability  of  an  altogether  different  character 
from  all  the  other  liabilities  of  the  company.  Take 
any  other  item  of  indebtedness;  the  only  way  to  get 
rid  of  it  is  by  paying  it.  But  if  the  whole  of  this 
surplus  should  be  annihilated,  that  would  not  impair 
the  solvency  of  the  company.  Why?   Because  all  the 
other  liabilities  of  the  company  are  backed  by  assets 
sufficient  to  discharge  them  to  the  uttermost  farth- 
ing. And  if  the  entire  surplus  should  be  annihilated, 
it  is  even  conceivable  that  the  company  could  still 
continue  to  prosper;  might  build  up  new  strength; 
might  gradiially  accumulate  a  new  surplus,  and  again 
begin  to  pay  dividends  to  policy-holders  from  that 
new  acc\amulatlon.  But  the  only  reason  that  surplus 
could  thus  be  annihilated  without  disaster  would  be 
that  it  is  surplus  and  not  that  portion  of  the  assets 
necessary  to  provide  for  the  actual  obligations  of 
the  company, 

"A  tree  is  known  by  its  fruits,  and  it  makes 
mighty  little  difference  what  surplus  is  called  if 
it  exists.   It  is  to  a  life  company  the  most  valuable 
thing  in  the  world.   It  is  its  wealth,  its  strength, 
its  means  of  doing  the  greatest  good  to  the  greatest 
number.  Surplus  is  surplus.  Call  it  'surplus  lia- 
bilities' or  'security-dividend  fund,'  or  'dividend 
reserve,'  or  what  you  will.  What  it  is  called  matters 
not;  what  it  is  is  all  important," 

In  the  light  of  the  ponderous  explanation  of  the  but- 
plus  given  above,  is  it  any  wonder  that  I  stated  at  the  begin- 
ning of  this  discussion  that  the  financial  statements  of  life 
Insurance  companies  were  among  the  most  dangerous  and  difficult 
ones  that  an  accountant  ever  had  to  establish? 
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The  solution  presented  here  Is  conatructed,  as  per 
requirements  of  the  problem,  on  the  general  lines  of  the  state 
form.   If  the  company  were  to  publish  its  own  balance  sheet, 
this  is  probably  the  form  in  which  it  would  be  presented. 
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Solution  of  Problem  No.  6 
BALANCE  SHEET  -  STATE  FORM 


LEDGER  ASSETS; 


Book  Value  of  Real  Estate 

(Less  Encumbrances  $  None) $  1,550,000,00 

(as  per  Schedule  "A") 

Mortgage  Loans  on  Real  Estate  (First 

Liens)  (as  per  Schedule  "B") 904,235.00 

Loans  Secured  by  pledge  of  Bonds, 
Stocks,  or  other  collateral  (as  per 
Schedule  "C  " ) 300, 000 .00 

Loans  made  to  Policy-holders  on  this 
company's  policies  assigned  as 
Collctteral 6,418,130.00 

Book  Value  of: 

Bonds $14, 172, 750 .00 

Stocks 1,898,000.00 

Total  (as  per  Schedule  "D") 16,070,750.00 

Cash: 

In  Company'  s  Of- 
fice   $    75,000.00 

Deposits  in  Trust 
Cos.  &  Banks: 
Not  on 

Int.  $518,800.00 
On  "   3,401.456.57   3,920,256.57 

Total  Cash 3,995,256.57 

Agents'  Balances: 

Debit $   450,710.20 

Credit 119,731.02 

Net 330, 979 .13 

Furniture,  Fixtures,  Stationery,  and 

Supplies 40,500.00 

TOTAL  LEDGER  ASSETS  (forward) $29,609,850.75 
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TOTAL  LEDGER  ASSETS  (forwarded) $29,609,850,75 

NOH-LEDGER  ASSETS: 

Interest  on  l£ortgages: 

Due $ — 

Accrued 1,930.50 

Total  (as  per  Schedule  "B") $    1,930,50 

Interest  on  Bonds: 

Due $   — 

Accrued 90,050.00 

Total  (as  per  Schedule  "D, "  Part  1).    90,050.00 

Interest  on  Collateral  Loans: 

Due $   — 

Accrued 960.30 

Total  (as  per  Schedule  "C, ■  Part  1).       960.30 

Interest  on  Premium  Notes,  Policy  Loans, 
or  Liens: 

Due $   ~ 

Accrued 12,000.00 

Total 12,000.00 

Interest  Due  and  Accrued  on  Other  Items: 

(Give  Items  and  aunounts) — 

Rents  on  Company's  Property,  or  Lease: 

Due $   — 

Accrued 5,000.00 

Total 5,000.00 

Total  Interest  and  Rents  Due  and  Accrued. 109, 940 .80 

Market  Value  of  Real  Estate  over  Book  Value  (as  per 

Schedule  "A") 550,000.00 

Market  Value  (not  including  interest)  of  Bonds  and 

Stocks  over  Book  Value  (as  per  Schedule  "D") 1.029.250.00 

(Forward) $31,299,041.55 
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(Forwarded) $31^  299, 041 .55 

New        Old 
Buslneas   Bualness 

Gross  Premltims  Due  and  Unreport- 
ed on  pollclea  in  force  De- 
cember 31,  1918 
(Less  Reinsurance  PremlumB).,  $10,140,00 

Gross  Deferred  Premlxims  on  poli- 
cies in  force  December  31, 
1918 
(Less  Reinsurance  Premlxims)..  $10,000»00  40,000.00 

Totals $10,000.00  $50,140.00 

Deduct  Loading 1,000.00   5,000.00 

Net  Amount  of  Uncollected  and 

Deferred  Premiums $  9,000.00  $45,140.00      54, 140 .00 

All  Other  Assets  (give  items  and  amounts) — 

GROSS  ASSETS $31,353,181.55 

DEDUCT  ASSETS  NOT  ADMITTED; 

Supplies,  Stationery,  Printed  Matter,  Furniture,  Fix- 
tures, and  Safes 40,  500.00 

TOTAL  ADMITTED  ASSETS. $31,312.681.55 

LIABILITIES,  SURPLUS,  AND  OTHER  FUNDS: 

LEGAL  RESERVE; 

Net  Present  Value  of  all  the  Outstand- 
ing Policies  in  force  on  the  3l8t 
day  of  December,  1918,  as  computed 
by  actuaries,  on  the  Actuaries' 
table  and  on  the  American  Experience 
tables  at  3^  and  4^,  including  re- 
versionary additions $23,000,000.00 

Net  Present  Value  of  Annuities 980,000.00 

Total $23, 980, 000 .00 

Deduct  Net  Value  of  Risks  of  this  com- 
pany reinsured  in  other  solvent  com- 
panies        210,000.00 

NET  RESERVE  ( forward) $23,770,000.00 
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NET  RESERVE  (forwarded) $23,770,000.00 

LIABILITY  ON  POLICIES  CANCELED  and  not  Included  in  "Net 
Reserve,"  upon  which  a  surrender  value  may  be  demand- 
ed          - —  -- 

POLICY  CLAIMS; 

Claims  for  Death  Losses  Due  and  Unpaid...  $  42,300,00 

Claims  for  Losses  in  Process  of  Adjust- 
ment     50, 000 .00 

Claims  for  Losses  Reported,  for  which  no 

proof  has  been  received 150,000.00 

Claims  for  Death  Losses  Resisted  by  the 

Company 50,600.00 

Total  Policy  Claims 292,900.00 

Dividends  left  with  the  Company  at  interest,  and  in- 
terest thereon 74,600,00 

Premiums  Collected  in  Advance ,  60, 000 .00 

Unearned  Interest  aaid  Rent,  Collected  in  Advance 64,650.00 

Commissions  to  Agents,  Due  and  Accrued 25,000.00 

Salaries  and  other  expenses.  Due  and  Accrued 7,610.00 

Unpaid  Dividends  to  Stockholders 35,000.00 

Dividends  declared  on  Annual  Dividend  Policies,  Due  and 

Unpaid 20,220.00 

Amounts  provisionally  ascertained,  awaiting  apportion- 
ment upon  deferred  dividend  policies,  to  and  including 
December  15,  1918 ' 266,500.00 

Capital  Stock 500,000.00 

Unasaigned  Funds  (Surplus) 6,196,201.55 

TOTAL $31,312,681.55 


PROBLEM        N  0.    7 


THE  CONSOLIDATED  BALANCE   SHEET 
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PROBLEM  HO.  7 
THE  CONSOLIDATED  BALANCE  SHEET 
(Adapted  from  the  New  York  C.P.A.  Examination) 

Text  of  the  Problem 

The  A  Company  has  acquired  all  of  the  stock  of  two 
manufacturing  companies  known  respectively  as  B  and  C . 

In  exchange,  the  stockholders  of  B  and  C  have  received 
$200,000  preferred  stock,  $200,000  common  stock,  and  $100,000 
collateral  6%   gold  bonds  of  Company  A.  The  balance  of  the  author- 
ized capital  stock  of  A  (i.e.,  $100,000  of  common  stock)  and  the 
balance  of  the  authorized  bond  issue  (i.e.,  $50,000)  have  been 
paid  for  in  cash,  the  bonds  and  the  stock  being  sold  at  par. 

The  balance  sheets  of  the  companies  at  the  time  of  the 
above  transactions  were  as  follows: 

GENERAL  BALANCE  SHEETS 

At  December  31,  1918 

ASSETS  B  fi.  A 

Real  Estate $  50,000.00  $  62,700.00    $ 

Machinery  and  Machine  Tools  45,000.00  39,000.00 

Other  Plant  Equipment 10,000.00    7,000.00 

Shop  and  Hand  Tools -  6,000.00    3,000.00 

Furniture  and  Fixtures 4,900.00    5,000.00 

Office  Equipment 1,050.00    1,740.00 

Goods  in  Progress 15,000.00  17,300.00 

Finished  Goods 7,500.00  11,800.00 

Raw  Materials 17,000.00  21,850.00 

Sundry  Factory  Supplies 3,500.00    6,650.00 

Bonds  of  Other  Companies....  60,000.00 

Stocks  of  Other  Companies...  500,000.00 

Accounts  Receivable 33,850.00  41,580.00 

Cash 4,941.00  30,500.00   200,000.00 

Promissory  Notes 5, 000 .00 

Accrued  Interest  on  Invest- 
ments    1,800.00 

To^ai $265,541.00  $248,120.00   $700,000.00 
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LIABILITIES         B  C  A 

Capital  Stock  Preferred $100,000.00  $  $200,000.00 

Capital  Stock  Common .■ . .   100,000.00   50,000.00  300,000.00 

First  Mortgage  Bonds  6^ 150,000.00 

Collateral  Gold  Bonds  6^ 200,000.00 

Interest  on  Bonds 4,500,00 

Notes  Payable 2,000.00   15,000.00 

Advances  Payable 10, 000 .00 

Accounts  Payable 15,300.00    9,345.00 

Surplus  Reserved  for  Bond 

Redemption 7,  500,00 

Surplus  Reserved  for  Doubtful 

Accovints 1,035.00      637.00 

Surplus  Available  for  Divi- 
dends      37,206.00    11,138.00 

Total $265,541.00  $248,120.00  $700,000.00 

In  regard  to  the  internal  relations  of  the  three  com- 
panies, you  have  ascertained  the  following: 

Company  B  owns  $50,000  of  the  bonds  issued  by  Company 
C;  the  notes  receivable  carried  by  Company  B  are  time  notes  of 
Company  C,  issued  in  October,  1918,  and  having  a  maturity  of  six 
months;  the  accounts  receivable  of  Company  C  contain  $10,000  of 
advances  made  to  Company  B  on  December  27,  1918.  The  bonds  issued 
for  cash  by  Company  A  are  owned  by  the  stockholders  of  Companies 
B  and  C,  the  holdings  being  divided  eqiially  between  the  two  sets 
of  stockholders.  The  comonon  stock  of  A,  which  was  issued  for  cash, 
is  held  by  persons  not  at  any  time  stockholders  of  Companies  B  ajid 
C. 

You  are  asked  by  the  board  of  directors  of  Company  A  to 
establish,  as  at  December  31,  1918,  a  consolidated  balance  sheet 
which  will  show  clearly  what  Company  A  controls. 
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Dl8cu38lon  of  Problem  Ho.  7 

The  moat  Important  thing  to  be  borne  In  mind,  in  con- 
nection with  the  conaolidated  balance  sheet,  is  that  it  does  not, 
at  any  time,  appear  on  the  books  of  the  holding  company. 

The  ledger  of  Company  A,  in  this  case  the  holding 
company,  will  always  show  an  investment  in  stocks  of  affiliated 
companies,  at  the  value  given  by  the  problem,  unless  a  merger  is 
resorted  to.  If  a  merger  were  to  take  place.  Company  A  would  be- 
come the  operating  company;  Companies  B  and  C  would  lose  their 
identity  through  the  surrender  of  their  charter;  the  assets  of 
the  previously  operating  compan'les  would  be  taken  over  by  the 
holding  company,  subject  to  the  liabilities  attaching  to  these 
assets,  and  would  have  to  take  the  place  of  the  investment  in 
stocks  of  affiliated  companies,  now  to  be  canceled.  Therefore, 
the  difference  between  the  net  assets  and  the  value  of  A' s  in- 
vestment would  have  to  be  valued  by  the  directors  of  Company  A, 
given  a  naime,  and  allocated.  That  is  to  say,  it  would  have  to 
be  called  good-will,  or  added  to  the  value  of  some  asset  or  of 
some  of  the  assets , 

But  there  is  no  question  of  a  merger  in  this  case. 
The  directors  of  Company  A  want  merely  a  financial  statement 
which  will  show  exactly  the  assets  that  they  control  through  the 
issuance  of  their  stocks  and  bonds  and  through  their  ownership 
of  the  stock  of  affiliated  companies. 

Such  being  their  requirements,  it  does  not  matter 
whether  we  give  merely  a  balance  sheet  as  per  the  solution  sub- 
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mltted  here,  or  a  more  detailed  statement  showing  the  assets  of 

A,  of  B,  of  C,  and  the  total  controlled;  the  liabilities  of  A,  of 

B,  of  C,  and  the  total  controlled;  the  surplus  of  B  and  of  C,  and 
the  total  controlled. 

What  matters  is  that  we  give  the  directors  the  facts 
that  they  are  after,  all  the  important  facts  and  none  of  the  im- 
material facts. 

Naturally,  from  the  vier/point  of  the  holding  company, 
none  of  the  Internal  holdings  of  the  controlled  companies  are  of 
importance.  Company  B  might  owe  $50,000  to  Company  C^   if  the 
payment  were  to  be  made  by  B,  the  holding  company  would  be  neither 
richer  nor  poorer;  the  cash  that  it  controls  would  be  precisely 
the  same;  the  information  conveyed  by  two  elements  which  would 
simply  inflate  the  accounts  receivable  and,  correspondingly,  the 
accounts  payable  of  B  suid  C,  would  be  without  value.   In  the  case 
in  point: 

1,  The  total  accoujits  receivable  of  the  two  controlled 
companies  (i.e.,  $75,430)  contain  $10,000  of  advances  made  by  Com- 
pany C  to  Company  Bj  they  must  be  eliminated.  Correspondingly, 
when  stating  the  liabilities,  the  liability  of  B  for  these  ad- 
vances by  C  will  be  eliminated, 

2,  Company  B  has  an  investment  of  $60,000  in  funds  of 
other  companies,  $50,000  of  which  are  bonds  issued  by  C.  This 
holding  of  $50,000  must  be  eliminated  and,  correspondingly,  the 
bonds  of  Company  C,  held  internally,  must  not  appear  as  a  liability, 

3,  What  is  true  of  the  bonds  is  also  true  of  the  inter- 
est thereon.  Therefore,  the  asset  accrued  interest  appearing  in 
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the  balance  sheet  of  Company  B,  being  made  up  of  Interest  at  6^ 
for  six  months  on  $50,000  of  Company  C's  bonds  ( 1  .e .,  $1, 500)  and 
$300  accrued  on  other  bonds,  must  be  reduced  to  the  latter  figure. 
Correspondingly,  the  accrued  liability  of  Company  C  must  be  re- 
duced by  $1,500. 

4.  The  promissory  notes  of  Company  C,  held  by  B,  must 
be  eliminated.  For  the  same  reason,  the  liability  of  C  for  notes 
must  be  reduced  to  $10,000. 

5.  The  capital  stock  of  Companies  B  and  C  must  be  elim- 
inated, since  the  investment  that  it  represents  on  the  books  of  A 
will  be  replaced,  in  the  consolidated  statement,  by  the  assets 
that  such  stock  controls.  For  the  same  reason,  the  investment  in 
stocks  of  other  companies  must  disappear.  Here,  however,  it  hap- 
pens that  the  elimination  of  the  capital  stock  of  B  and  C  does  not 
eliminate  entirely  the  investment  of  A.  The  reason  for  that  is 
that  the  stockholders  of  B  and  C,  when  they  sold  their  stock  hold- 
ings to  A,  received  $250,000  more  than  the  net  of  the  assets  of 
Companies  B  and  C.  To  eliminate  entirely  A's  investment  requires 
the  raising  of  the  asset  good-will  in  the  precise  amount  of  the 
payment  made  by  A  over  and  above  the  net  value  of  the  assets  con- 
trolled by  the  stock  acquired. 

6,  Since  we  have  eliminated  from  the  liabilities  of  C 
$50,000  of  its  outstanding  bonds,  it  follows  that  l/3  of  the  re- 
serve for  redemption  of  this  indebtedness  must  be  eliminated. 
This  is  done  by  transferring  it  to  the  free  surplus. 

7,  To  be  true  to  form,  it  might  be  deemed  advisable  to 
reduce  the  free  surplus  of  Company  E  in  the  amount  of  interest 
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accrued  on  C's  bonds,  which  we  have  ellmlriated,  and,  correspond- 
ingly, to  increase  the  free  surplus  of  Company  C.  This,  however, 
would  change  nothing,  and  afford  no  additional  information.  For 
this  reason  it  has  been  omitted  in  the  solution  submitted. 

Certain  accountants  object  to  carrying  good-will  in  the 
consolidated  balance  sheet,  and  will  do  anything  to  eliminate  it. 
They  profess  the  same  dislike  for  surplus.  They  eliminate  the 
latter  by  deducting  it  from  the  good-will,  and  they  will  even  at- 
tempt to  eliminate  the  balance  of  good-will  by  deducting  it  from 
the  most  likely  asset.  How  such  a  misrepresentation  of  facts  can 
help  the  Judgment  of  the  directors  of  the  holding  company  is,  from 
my  standpoint,  hard  to  see. 

The  status  of  the  surplus  of  the  operating  companies  is 
inviolable;  to  have  it  absorbed  by  the  good-will  is  tantamount  to 
interfering  with  the  prerogatives  of  the  directorate.  The  direct- 
ors are  the  only  ones  with  sufficient  authority  to  state  what  will 
be  done  with  the  surplus.  If  they  want  to  get  rid  of  it,  all  they 
have  to  do  is  to  cause  the  operating  companies  to  declare  divi- 
dends sufficient  to  dispose  of  all  surplus  funds;  the  holding  com- 
pany will  receive  the  dividends,  and  henceforth  administer  the 
company  precisely  as  certain  factories  are  administered,  that  is 
to  say,  as  dependent  bodies  owning  nothing  and  working  with  loaned 
capital  for  the  common  good.  The  trouble  with  this  Is  that  the 
operating  companies  are  Independent  at  law  and  In  fact;  the  hold- 
ing company  owns  their  stock  but  not  their  assets.  Through  a 
fiction  of  ownership,  they  can  demand  that  a  statement  be  prepared. 
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replacing  the  stock  ownership  by  the  positive  and  negative  ele- 
ments which  such  stock  controls.  But  nothing  that  may  be  done 
in  that  line  will  ever  be  embodied  In  the  books  of  the  holding 
compainy  or  in  the  books  of  the  operating  companies,   I  believe 
that  we  have  no  right,  as  accovintants,  to  do  away  with  facts  the 
aspect  of  which  we  do  not  like,  for  reasons  better  known  to  us. 

In  the  problem  which  affords  the  basis  for  this  dis- 
cussion, we  have  assumed  that  the  holding  company  owns  all  the 
stock  of  the  operating  companies.  What  would  happen  if  only, 
say,  90^  of  the  stock  were  owned? 

Several  methods  of  handling  this  proposition  have  been 
suggested: 

1,  Take  only  90^  of  all  the  assets,  liabilities,  and 

surplus  of  the  operating  companies. 

2,  Take  the  assets  and  liabilities  of  the  operating 

companies  in  full;  add  the  dissident  stock  to 
the  capital  stock  of  the  holding  company,  and, 

3,  Ignore  the  dissident  capital  stock,  and  show  a 

liability  therefor, 

4,  Refer,  be  means  of  a  footnote,  to  the  fact  that 

only  90^  of  the  stock  of  the  operating  com- 
panies is  owned  by  the  holding  company. 

Methods  2  and  3  are  practically  the  same,  and  operate 
very  satisfactorily;  method  1  is  too  cumbersome  and  far-fetched 
to  be  of  much  value;  method  4  Is  inadequate. 

The  following  examples  of  what  the  consolidated  bal- 
ance sheet  would  be  under  the  different  methods,  if  only  90^  of 
the  stock  were  held,  will  illustrate  the  foregoing  remarks. 
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PROBLEM  NO.  8 
BRANCH  ACCOUNTS 

Text  of  the  Problem 

The  ABC  Steamship  Company,  a  South  American  lino  owned  by 
a  Latin  American  government,  has  established  a  passenger  and  freight 
service  between  its  home  ports  emd  New  York.   The  line  owns  some  of 
the  ships,  and  charters  others  ais  required.  There  is  an  agency  In 
New  York;   the  agent  furnishes  sundry  monthly  reports,  but  must  sub- 
ffilt  yearly  an   account  current  and  a  statement  of  cEish  receipts  and 
cash  disbursements,  both  certified  by  an  accountant.   At  the  end  of 
the  year  1918,  the  books  show: 

TRIAL  BALANCE,  GENERAL  LEDGER 
December  31,  1918 


Cash  in  Bank $   57,328.78 

Certificates  of  De- 
posit       5,000.00 

Cash  in  Offices 171.24 

Receivable  from  U.  S. 

Mail  Department...      5,000.00 

Dock  Equipment 8,857.38 

Agency  Equipment....      8,354.97 

Outward  Freight  Re- 
ceivable       2,185.70 

Inward  Freight  Re- 
ceivable      58,478.90 

Advances  to  Skippers, 

Chartered  Steamers      1,247.23 

Allowances  on  Inward 

Freight 12,655.51 

Allowances  on  Outward 

Freight 2,195.81 

Insurance  Claims  Re- 
ceivable       3,000.00 


Passenger  Traffic 
Earnings 

Inward  Freight  Earn- 
ings  

Outward  Freight  Earn- 
ings  

Interest  on  Bank  Bal- 
ances  

Rental  of  Wharf 

Miscellaneous  Fees.. 

Excess  Beiggage  -  Pas- 
senger Service.... 

Transportation  of  U. 
S.  Mall 

Hire  of  Chartered 
Steamers,  Contested 

Due  for  Coal  purchas- 
ed for  Hor.e  Office 

Due  for  Equipment 
purchased  for  Home 
Office 


$ 


46,567.92 

.,909,502.56 

.,513,617.94 

1,920.59 

5,471.37 

65.42 

1,190.65 

7,483.29 

10,400.00 

61,350.00 

33,000.00 
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Hire   of  Chartered 

Steamers $     668,187.97 

Fuel 247,765.41 

Repairs    to  Steamers 

of  Line 266,551.80 

Pay-Roil   of  Officers 

amd  Crews 84,648.01 

Ship  Chandlery 88,350.88 

Pilotage,  Towing, 

etc 12,740.21 

Inspection  and  Fumi- 
gation       5,982.86 

Victualing 66,574.88 

Oil  and  Engine  Room 

Supplies 14,642.18 

Stevedoring  and  Der- 

ricking 60,549.38 

Water  for  Steamers..      1,627.41 
Consulting  Engineers' 

Fees 2,770.00 

F\ineral   Expenses   of 

Sailors,    Ships   of 

the  Line 3,038.04 

Claims  for  Shortages, 

Paid 2,767.85 

Consular   Fees 1,793.73 

Revenue  Stamps   Used.  2,300.00 

Brokerage   and  Insur- 
ance on  Outward 

Freight 7,681.26 

Cartage 1,507.09 

Diinnage 4,545.38 

Lighterage 3,325.75 

Head  Tajc  -  Peissenger 

Service 2,172.00 

Electric  Light  and 

Power  -  Docks 29,152.59 

Workmen's  Compensa- 
tion -  Docks 3,043.12 

Dock  Rent 30,000.00 

Salaries  and  Wages  - 

Dock  Office 22,182.81 

Dock  SuT)plies  and 

Expense 6,415.89 

Agency  Rent 5,052.00 

Agency  Salaries 27,841.00 

Telegrams  and  Cables 

-  General 15,200.32 

Miscellaneous  Agency 

Expense 6,996.48 

Interest  on  Loans...       1,500.00 
Home  Office  Account.   1,729,187.92 


Total $3,590,569.74       Total $3,590,569.74 


[ 
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The  analyeia  of  the  tiome   Office  account   producea: 

DEBITS 

1)  Reaittancea  to  Home   Office $     188,404.06 

2)  Purchase  of  Equipment,    as  per 
order   from  Home  Office  - 

Shipped 102,818.45 

(3)  Purchaaea  of  Coal   for  Home  Of- 

,  fice 1,385,832.87 

(4)  Outward  Freight  on  Shipments  to 

Home  Office,  credited  to  earn- 
ings -  goods  ahipped  by  steam- 
era  of  the  line 108,417.88 

(5)  Sundry  Purchases  and  Payments, 

aa  per  Home  Office  orders....      9,274.05 

(6)  Overdraft,  January  1,  1918 3,697.39  $1,798,444.70 

CREDITS 

[l)  Receivable  for  Freight  Inward..  $   13,185.25 
.2)  Receivable  for  Freight  Outward.     14,125.32 

l3)  Agency  Equipment 8,074.11 

^4)  Dock  Equipment 5,404.47 

^5)  Insurance  Claims  Receivable....      7,394.78 

,6)  Cash  Advances  by  Home  Office...     21,072.85     69.256.78 

$1,729,187.92 

During  the  year  1918,   the  company  borrowed  $50,000  on 
notes,   and  repaid  same  at    the  expiration  of  six  months. 

REQUIRED; 

(a)  The  AccoiJint  Current   of  the  agency  for  the  year. 

(b)  The  Statement  of  Cash  Receipts  and  Disbursements, 
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Discussion  of  Problem  No.  8 

The  subjeot  matter  of  this  problem  does  not  call  for 
the  application  of  any  particular  theory;  the  accounting  in- 
volved in  the  keeping  of  the  records  of  a  branch  office  is  of 
the  simplest;  the  principal  object  of  the  problem  is  to  intro- 
duce the  form  of  statement  known  as  the  "Account  Current." 

The  form  of  an  account  current  is  most  elastic;  while 
it  must  conform  to  the  general  rule  of  debits  aind  credits,  it 
depends  entirely  upon  the  analytical  power,  the  taste  for  ar- 
rangement, and  the  sense  of  classification  of  the  maker. 

The  bookke  -oing  method  adopted  by  the  New  York  agency 
of  the  ABC  Steamship  Company  is  nothing  more  or  less  than  the 
double-entry  method.   Therefore,  when  the  eigent  says  in  his  ac- 
count current:  "We  charge  ourselves  and  credit  you,"  he  does  not 
mean  that  when  recording  the  tremsactions  at  issue  he  debited 
the  agency  and  credited  the  home  office.   He  means  that,  when  he 
debited  an  asset  account  or  credited  an  income  account,  he  under- 
stood that  both  the  asset  eind  the  income  elements  were  the  prop- 
erty of  the  home  office.   As  a  matter  of  fact,  the  New  York  agent 
is  only  the  custodian  of  the  values  entrusted  to  him  by  the  ABC 
Steamship  Company,  and  the  administrator  of  the  company's  North 
American  business. 

All  relations  of  this  character  involve,  in  so  far  at 
least  as  reports  are  concerned,  the  personalietic  theory  of  ac- 
counts, according  to  the  tenets  of  which  persons  should  be 
charged  or  credited.  Instead  of  inanimate  things,  whenever  agency 
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conditions  prevail.     The  acceptance   of  this  theory   in  ao  far  aa 
accoiints  are  concerned,   woxild  lead  us  fatally  towards  the  quad- 
ruple entry  method  of  recording  transactions.     As  this  method  is 
decidedly  antagonistic  to  the  Anglo-Saxon  point  of  view,    it    is 
out  of  the  question  in  so  far  aa  accounting  is  concerned,   but   it 
prevails  in  the  matter  of  reports. 

We  say,    "I  charge  myself";    that  is,  aa  oustodiaji  of 
yotir  business  wealth,    I  take  the  responsibility   for  your   invest- 
ed values  at  the  beginning  of  the  period,   and  for  the  increases 
thereof  during  the  period,   for  all  of  which  I  credit  you. 

We  say,  also,   "I  credit  myself";   that  is,   as  custodiem 
of  your  business  wealth,   I  discharge  myself  with  responsibility 
for  the  portion  of  your  invested  values  which  I  have  paid  out 
for  expenses,   for  cost  of  operations,   for  the  fulfillment  of 
your  orders,   for  the  payment  of  your  debts,   etc.,  etc.,   for  all 
of  which  I  charge  you. 

As  the  relations  between  the  agent  and  the  principal 
are  in  fact  trust  relations,  the  components  of  the  initial  bal- 
ance and  of  the  closing  balance  standing  to  the  credit  of  the 
principal  must  be   stated  in  full. 

The  problem  requires  no  further  comments. 
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Solution  of  Problem  Ho.   8 

■jHE  A  B  C   STEAIISHIP  COUPAIIY 
THE  NEff  YORK  AGENCY  IN  ACCOUNT  WITH  BOUt  OFFICE 
At  December  31,  191 £ 

WE   CHARGE  OURSELVES.    AND   CREDIT   YOU; 

(1)  Balance  to  your  credit   at  January  1,  1918; 

Agency  Equipment $  b, 074^.  11 

Dock  Equipment 5,404.47 

Accounts  Receivable; 

Inward  Freight $       13,185.25 

Outward  Freignt 14,125.32 

Insurance   Claims 7,594.78    34,  705.35 

Total $       48,183.93 

Deduct  Bank  Overdraft 3,697.39 

Balarce $   44,48  6.54 

(2)  Earnings  of  the  Year; 

Passenger  Traffic; 

Passage  lloney $       46,567.92 

Less  Head  Tax 2,172.00 

$        44,395.92 
Excess  Baggage 1,190.65 

Total $       45,586.57 

Freight  Traffic  -  Net: 

Inward $1,896,847.05 

Outward 1,503,740.37 

Total $3,400  ,587  .92 

Less  Claims  for  Shortages,    Paid  2,767.85 

Net  Freight  Traffic 3,397,820.07 

Transportat ion  of  U .    S .  Mail 7.483.29 

Total   Earnings 3,450,889.93 

(3;    Miscellaneous  Income; 

Interest    on  Bank  Balances $         1,920.59 

Sundry  Fees 65.42 

Total 1 ,986.01 

(4 )    Remittances  by  You  to  Us 21,072.85 

TOTAL  WITH  OTICH  HE  CHARGE  OURSELVES   AI<D  CREDIT  YOU $3,518,435.53 


WE  CREDIT   OURSELVES.    AKP  CHARGE  YOU:  ®    "    ^^^ 

(1)  Cost   of  Year's  Operations  -  Steamera: 

Hire  of  Chartered  Steamers $     668,187.97 

Fuel,  Oil,   Engine  Room  Supplies, 

^  etc 262,407.59 

Pay-Roll  of  Officers  and  Crews.  84,648.01 

Repairs  of  Steairers  of  the  Line  266,551.80 

Fees  of  Consulting  Engineers...  2,770.00 

Ship  Chandlery 88,350.88 

Victualing 66,574.88 

Stevedoring  and  Derricking 60,549.38 

Pilotage,  Towing,    etc 12,740.21 

Inspection  and  fumigation 5,982.86 

Water   for   Steamers 1,627.41 

Consular  Fees 1,793.73 

Total $1,522,184.72 

(2)  Cost   of  Operation  of  Company's  Dock; 

Dock  Rent  (Net; $  24,528.63 

Dock  Salaries  and  Wages 22,182.81 

Workingmen's  Compensation  Insur- 
ance   3,043.12 

Electric  Light   and  Power 29,152.59 

Supplies  and  Expense 6,415.89 

Cartage 1,507  .09 

Dunnage 4 , 5'45 .  38 

L  Ight  erage 3,325.75 

Total 94,701.26 

(3)  Agency   Expense; 

Rent $    5,052.00 

Salaries 27,841.00 

Telegrams  and  Cables 15,200.32 

Fxmeral  Expense  -  Sailors  of  the 

line 3,038.04 

Miscelleoieous  Expense 6,996.46 

Total 58,127.84 

(4)  Cost  of  Financing; 

Interest   on  Bank  Loans 1,500.00 

(5J    Revenue  Stamps  Used 2,300.00 

(6J    Purchases   for  Account   of  Home  Office: 

Equipment    (as  per  your  orders).    $     102,818.45 
Coal  B      «  n  ■  .      1,385,832.87 

Sundry   Purchases         ■         "         .  9,274.05 

Total 1 ,497,925.37 

(7)  Outward  Freight   on  Purchases  for  Home  QfflCfli 

Credited  to  you  as  earnings  -   sent  by  snips 

of  the  line,   not  to  be  collected  by  us 108,417.88 

( 8)  Remittances  to  You 188,404.06 

TOTAL   WITH  WHICH  WE   CREDIT  OURSELVES   AND  CHARGE  YOU    (forward; $3,473,561.13 
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TOTAL  WITH  WHICH  WE  CREDIT  OURSELVES  AND   CRARGE  YOU  (forwarded)..  $3,473,561.13 

Dr.        Cr. 
(9)  BALAJICE  TO  YOUR  CREDIT.  AS  FOLLOWS: 

Caeh $  62,500.02 

Accounts  Receivable: 

Insurance  Claims $  3,000.00 

U.  S.  Mail 5,000.00 

Advances  to  Skippers 
of  Chartered  Steamers, 
deductible  from  future 
hire  of  steamers....   1,247.23 

Outward  Freight  Un- 
collected    2,185.70 

Inward  Freight  Un- 
collected   58,478.90 

Total 69,911.83 

Dock  Equipment 8,857.38 

Agency   Equipment 8,354 . 97 

Due  for  Coal  purchased  for  Home  Of- 
fice   $  61,350.00 

Due  for  Equipment  purchased  for 

Home  Office 33,000.00 

Hire  of  Chartered  Steamers,   con- 
tested     10,400.00 

$149,624.20   $104,750.00 

NET  BALAMCE  TO  YOUR  CREDIT,    AND  TO  OUR  DEBIT 44,674.20 

TOTAL $3, 51b, 435. 33 
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THE  A  B  C  STEAMSHIP  COMPANY 
STATEMENT  OF  CASH  RECEIPTS  AHD  DISBURSEMENTS 
For  the  Year  Ended  December  31.  1918 

CASH  RECEIPTS; 
Earnings  Collected: 

Passenger  Traffic: 

Passage  Money. ....... .  $   46,567.92 

Excess  Baggage 1,190.65 

Total  Passenger  Traffic $   47,758.57 

Freight  Traffic: 

Inward  Freight $1,851,553.40 

Outward  Freight 1,414,943.87 

Total  Freight  Traffic 3,266,497.27 

Traneportat ion  of  Mail 2,483.29 

Total  Earnings  Collected $3,316,739.13 

Other  Income  Collected: 

Interest  on  Bank  Balances $    1,920.59 

Rental  of  Wharf  Facilities 5,471.37 

Miscellaneous  Fees 65.42 

Total  Other  Income  Collected 7,457.38 

Bank  Loans 50 ,000 .00 

Advances  by  Home  Office 21,072.85 

Insurance  Claims  Collected 4,394.78 

TOTAL  RECEIPTS  FOR  THE  YEAR $3,399,664.14 
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CASH  DISBURSEMENTS: 

Repayment  of  Overdraft  at  December   31 «   1917 $         3,697.39 

Repayment  of  Bank  Loan 50 ,000 .00 

Remittances  to  Home  Office 188,404.06 

Acquisition  of  Aaaete: 

Agency  Equipment $  280 .86 

Dock  Equipnent 3,452.91  3,733.77 

Advances  to  Skippers  -  Chartered  St  earner  a 1,247.23 

Purchases  for  Account   of  Home  Office; 

Equipment $        69,818.45 

Coal 1,324,482.87 

Sundry  Purchases 9.274.05 

Total 1,403,575.37 

Operations  of  Steamersi 

Hire  of  Chartered  Steamers $     657,787.97 

Fuel 247,765.41 

Pay-Roll  of  Officers  and  Crews 84,648.01 

Ship  Chandlery 88,350.88 

Victualing 66,574.88 

Repairs   to  Steamers  of  the  Line 266,551.80 

Oil  and  Engine  Room  Supplies 14,642.18 

Pilotage,  Towing,   etc 12,740.21 

Inspection  and  Fumigation 5,982.86 

Stevedoring  and  Derricking 60,549.38 

Water  for  Steamera 1,627.41 

Fees  of  Consulting  Engineera 2,770.00 

Consular  Fees 1,793.73 

Total 1,511,784.72 

Operation  of  Docks; 

Salaries  and  Wages $   22,182.81 

Rent   of  Dock 30,000.00 

Supplies  and  Expense 6,415.89 

Workingmen'a  Compensation  Insurance...  3,043.12 

Electric  Light   and  Power 29,152.59 

Lighterage 3,325.75 

Caftage  .7 1 ,507.09 

Dunnage 4,545.38 

Total 100,172.63 


a  -  163 

Agency  Expense; 

Rent $          5,052.00 

Salaries 27,841 .00 

Telegrams  and  Cables 15,200.32 

Funeral   Expense  -  Sailors  of  the  Line.  3,038.04 

Miecellaneous  Expense 6,996.48 

Total 58 ,127.84 

Deductions  from  Earnings; 

Head  Tax  -  Passenger  Traffic $         2,172.00 

Claims  for  Shortage  -  Freight  Traffic.  2,767.85 

Brokerage  and  Insurance  on  Outward 

Freight 7,681.26  12,621.11 

Revenue  Stamps  Used 2 ,300 .00 

Injterest  on  Loans  Payable 1,500«00 

TOTAL   DISBURSEMENTS $3,337,164.12 

BALANCE  AT   DECEMBER  31,    1918; 

In  Bank  -  Checking  Accounts $       57,328.78 

In  Bank  -  Certificates  of  Deposit 5,000.00 

In  Office 171.24 

Total   Balance 62,500.02 

TOTAL   DISBURSEMENTS  AND  BALANCE $3,399,664.14 


PROBLEM  N  0.  9 

STATEMENTS  OF  AFFAIRS.  DEFICIENCY.  ETC.  . 
FOR  CONCERNS  IN  FINANCIAL  DIFFICULTIES 
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PROBLEM  NO.    9 
STATEMENTS   OF  AFFAIRS,    DEFICIENCY,    ETC.. 
FOR   CONCERNS   IN   FINANCIAL   DIFFICULTIES 

Text   of   the  Problem 

The  creditors  of  the  A  K  Export  Sales  Company,  believing  that 
the  said  company  is  in  financial  distress,  have  employed  accountSLnts  to 
examine  the  affairs  of  the  concern,  and  to  report  to  the  creditors' 
committee  as  to  the  advisability  of  extending  further  credit,  or  start- 
ing proceedings  in  bankruptcy.  The  A  K  Compemy  had  accepted  the  condi- 
tions,   and  the  accoiintants  began  work   on  Jaunuary  3,    1919. 

After   completing  the  necessary  postings,    they  established   the 
following  trial  balance: 

TRIAL  BALANCE  OF  THE   A  K   EXPORT   SALES   COMPANY 

At   December   31.    1918 

Good  Will $        60,000.00  Capital   Stock  Pre- 

Inventory,    July  1,  ferred $  100,000.00 

1918 294,366.89  Capital   Stock   Common  50,000.00 

Furniture,    Fixtures  Bank  Loams 269,801.51 

and   Equipment 7,663.85  Notes   Payable 81,181.92 

Cash   in  Offices 1,000.00  "            ■            -  Liber- 

"      "      Bank 15,908.63  ty  Loans 24,500.00 

Accounts  Receivable.  106,775.12  Accounts  Payable....  59,043.16 

Claims 22,217.65  Commissions  Accrued.  7,126.86 

Liberty  Bonds 35,000.00  Interest  Accrued  on 

Purchases 1,025,245.56  Loans 1,577.68 

Freight,  Cartage  and  Sales 1,254,027.91 

Storage 199,141.70  Interest  on  Liberty 

Insurance 11,582.65  Bonds 320.00 

Sell'g  Off.  Salaries  8,142.25  Reserved  for  Doubtful 

"     "    Expense.  1,708.97  Accounts 1,376.10 

"     "    Corn's...  13,803.92  Reserved  for  Claims.  11,860.66 

■  "    Brokerage  2,476.01  Surplus 133,656.84 

■  "    Free 

Samples  132.90 
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Sell'g  Off.    Teleph. ,  * 

Teleg., 

Cables.    $         9,270.56 
"            "        Advertis- 
ing   483.29 

"  "        Rent  & 

Light..  962.50 

"  "        Traveling 

Exp 1,208.97 

"     "   Postage.        522.68 
Exec.  Off.  Salaries      31,123.60 
"     "   General 

Exp. . . .       1,686.64 
"     "   Postage.         699.81 
"     "  Teleph., 
Teleg., 
Cables, 

etc....       2,624.43 
"     "   Entertain- 
ing Exp.        110.13 
"     "  Rent  & 

Light..         925.00 
"     "  Traveling 

Exp....        2,234.67 
Development  Advances 

-  Foreign  Branches     95,697.13 
Allowances  on  Sales.      2,096.40 

Bajik  Interest 7,042.18 

Bank  Commissions...,      4,305.04 

Legal  Expense 7,725.25 

Notes  Receivable....     19,968.46 
Due  by  Company's  Of- 
ficers         300.00 

Accrued  Interest  on 

Investments 320.00 


Total  Debits....  $1,994,472.64      Total  Credits...  $1,994,472.64 

From  a  day-book  kept  by  the  A  K  Company,  purporting  to  be  a 
running  history  of  all  the  transactions  affecting  merchandise,  the  ac- 
countants are  able  to  obtain  the  inventory  at  December  31,  1918;  it 
amounts  to  $421,042.84  and   is  made  up  of  metals,  tin  plate,  chemicals, 
hardware,  etc.   An  extensive  analysis  would  have  produced  classified 
purchases,  closing  inventory,  and  sales;  but  as  the  original  inventory 
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could  not  be  treated  similarly,  and"  as,  further,  the  department- 
al ejcpenses  were  not  segregated,  the  non-departmentalized  figures 
were  accepted. 

The  analytical  examination  of  the  books,  records,  and 
accoiints  discloses  the  following: 

Good-Will  -  Paid  for  by  issue  of  preferred  stock  to  the  present 
officers  of  the  company  who  originated  the  business  and  con- 
ducted it  as  a  copartnership  prior  to  incorporation.   Divi- 
dends on  preferred  stock  for  12  months  ended  July  1,  1918 
amounted  to  $75,000,  which  were  paid  in  cash;  besides  this, 
a  cash  dividend  of  $30,000  was  paid  July  15,  1918. 

Federal  Taxes  -  Paid  in  the  period  ended  June  30,  1918,  in  one 
instalment. 

Inventory  - 

(a)  Pledged  to  secure  bank  loans,  the  banks  holding: 

Trust  receipts  on  railroad  bills 

of  lading $202,902.87 

Lighter  receipts 15,100.00 

Warehouse  receipts 60,950.10 

$278,952.97 

(b)  Unpledged 142,089.87 

$421.042.84 

Notes  Payable  -  Contain  $45,000  demand  notes  held  by  bank 

without  collateral.   The  notes  are  endorsed  by  the  presi- 
dent of  the  company  in  his  individual  capacity  as  sole 
owner  of  a  manufacturing  plant  in  Connecticut;  the  balance 
were  issued  to  creditors  for  merchandise;  they  are  due 
February  15. 

Claims  -  Amount  compensated  by  reserve  is  subject  to  lawsuits 
for  collection;  this  is  true,  in  fact,  of  the  whole  amount 
of  the  claims  account.   Counsel  reports  the  basis  to  be  of 
a  doubtful  value  from  the  legal  standpoint. 

Accounts  Receivable  -  Air.ount  compensated  by  reserve  is  still 
in  doubt,  with  the  presumption  against  collection.   The 
control  account  conceals,  besides,  $5,000  of  advances  to 
a  promoter  operating  in  China.   This  may  be  lost. 
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Notes  Receivable  -  Contain  a  $3,000  note  given  by  a  forr.er  em- 
ployee of  the  company,  to  cover  theft  of  material;   the  note 
is  due  in  February,  1919,  but  information  is  at  hand  that  it 
will  probably  not  be  paid. 

Development  Expenses.  Foreign  Branchea  -  Has  been  carried  as  an 
asset  for  over  one  year.   It  represents,  in  reality,  advances 
to  foreign  correspondents  for  the  purpose  of  establishing 
agencies.   The  war  in  Europe  having  killed  all  prospects,  the 
whole  amount  is  undoubtedly  worthless. 

General  -  Some  of  the  goods  shipped  in  prior  periods  are  still 
held  at  Pacific  CosLSt  points  for  transshipment  to  India, 
China,  and  Japan.   Demurrage,  storage,  handling  charges,  etc., 
have  accumulated  to  date  to  the  extent  of  $8,500.   The  liabil- 
ity has  not  been  recorded  but  must  be  met.   The  goods  them- 
selves are  subject  to  losses  which,  hov;ever,  cannot  be  esti- 
mated. 

The  vinpledged  portion  of  the  inventory  contains  sundry 
lots  which  cannot  be  pledged,  owing  to  their  undesirable 
nature.  It  is  doubtful  that  some  of  them,  could  be  sold  for 
cost.  Altogether,  it  is  estimated  by  experts  that  the  com- 
pany will  have  to  sacrifice  about  $31,000  of  value  in  order 
to  bring  about  sales. 

Through  a  direct  violation  of  the  regulation  of  the  \1ar 
Trade  Board,  the  company  hsLS  been  fined  $25,000,  the  notice 
having  reached  the  office  of  the  company  on  the  day  the  ac- 
co\intants  began  their  examination.   T.^o  notes  have  been 
issued  for  $12,500  each;   they  are  payable  January  15  and 
February  15,  1919.   The  violation  took  place  in  January, 
1918. 

The  furniture  and  fixtures  have  not  been  depreciated 
at  any  time;  they  are,  however,  practically  new.  If  the  com- 
pany liquidated,  they  might  produce  $3,000. 

In  due  course,  the  accountants  present  to  the  cor.-r.ittee 
of  creditors  a  report  accompanied  by: 

(a)  A  Statement  of  Operating  Income. 

(b)  A  Balance  Sheet  on  the  basis  of  a  going  concern. 

(c)  A  Reconciliation  of  the  Surplus  at  Decerber  31, 

1918. 

(d)  A  Statement  of  Affairs,  on  the  basis  of  liquida- 

tion. 

(e)  A  Deficiency  Account. 

Prepare    the   said  statementij,    inc]uding    the   report. 


9  -  169 

DiscusBlon  of  Problsm  No.  9 

The  statement  of  affairs,  which  is  one  of  the  exhibits 
to  be  established,  has  a  well-defined  purpose,  viz.;  to  present 
the  finamcial  status  of  a  concern  on  the  bstsls  of  liquidation. 

Its  use  is  limited  to  creditors'  committees  and  to 
trustees,  receivers,  assignees,  taking  charge  of  the  affairs  of 
a  concern  financially  embarrassed.   TThen  prepared  for  creditors' 
comiTiittees,  it  antedates  any  action  to  be  taken  by  the  credi- 
tors; it  serves  as  a  basis  for  their  judgment.   When  prepared 
for  trustees,  it  gives  a  graphic  outline  of  the  conditions  that 
the  trustees  are  likely  to  meet. 

The  statement  differs  from  a  balance  sheet  in  that: 

1.  It  deals  only  with  such  liabilities  as  affect 

outsiders;  and,  as  to  assets,  uses  as  much  as 
possible  market  or  probable  values. 

2.  It  deducts  all  fully  secured  claims  from  the 

assets  pledged  as  securities  therefor. 

3.  It  deducts  partial  pledges  from  the  liabilities 

which  they  secure  in  part  only. 

4.  It  deducts  preferred  claims  from  the  sum  of  the 

asset  equities. 

5.  It  shows  as  liabilities  only  such  an  amount  of 

them  as  is  totally  unsecured. 

6.  It  is  a  perfect  statement  of  equities.   Having 

applied  all  the  preferred  or  secured  debts 
and  shown  as  a  result  -onencumbered  assets,  it 
states  how  much  of  that  free  fund  the  unse- 
cured creditors  will  receive,  and  what  percen- 
teige  of  their  claims  the  equity  will  produce. 

The  statement  of  affairs  is  no  more  complete  by  it- 
self than  is  the  balance  sheet.   The  latter  expresses  financial 
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status,  and  requires  a  statement  of  income  to  show  the  causes 
which  brought  about  the  favorable  or  unfavorable  changes  in  the 
status.   The  statement  of  affairs  expresses  equities,  and  sur- 
plus of  unencumbered  values  over  outside  equities,  or  deficiency 
of  unencumbered  values  to  meet  outside  equities.   It  requires, 
to  be  complete,  a  statement  which  shows  the  causes  which  have 
contributed  to  the  losses,  and  who  will  stand  said  losses.   This 
statement  is  called  the  deficiency  account. 

The  name  of  the  account  indicates  its  character.   If 
it  is  an  account  with  deficiency,  it  must  account  for  it;  to  ac- 
count for  it,  it  must  be  analytical;  to  be  analytical,  it  must 
clsLSsify  the  losses  according  to  their  power  as  conveyers  of  in- 
formation intended  to  guide  judgment. 

If  creditors  ask  for  information  in  anticipation  of  a 
step  to  be  taken,  the  nature  of  which  will  depend  upon  the  type 
of  the  information  received,  the  account  must  classify  the 
losses  as  follows: 

1.  Losses  to  be  sustained  through  the  action  of 

the  creditors;  that  is  to  say,  losses  which 
would  not  materialize  if  the  company  remained 
a  going  concern  but  which  will  be  incurred  if 
liquidation  takes  place. 

2.  Losses,  or  gains,  from  operations. 

3.  Impairment  of  capital. 

None  of  the  above  classes  is  less  important  than  the 
other.   If  a  company  operates  at  a  profit,  and  loses  its  profits 
through  mismanagement,  in  whatever  form  it  may  occur,  it  may  be 
well  to  cause  the  appointment  of  a  receiver  who  will  rehabili- 
tate the  concern.   Ci^jedltors  are  not  vindictive;  all  they  want 
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is  the  security  of  their  claims.   If  such  a  security  can  be  had 
without  injury  to  the  debtors,  all  is  well;  in  the  contrary  case, 
more  drastic  steps  will  have  to  be  taken.   A  company  which  op- 
erates at  a  loss,  impairs  its  capital  through  mianonageir.ent,  and 
attempts  to  misrepresent  conditions,  is  entitled  to  scant  sympa- 
thy.  A  company  which  operates  at  a  profit,  but  is  unable  to  use 
said  profits  for  the  redemption  of  debts  because,  to  keep  abreast 
of  too  rapid  a  development,  it  must  reinvest  all  profits  in  the 
face  of  insufficient  capitalization,  may  offer  ein  opportunity  for 
further  assistance  by  its  very  creditors.   All  this  must  be  as- 
certained by  the  accountant.   Nothing  will  give  him  a  cue  eis  to 
the  conditions  but  the  thorough  analysis  of  the  facts  at  issue 
and  the  scientific  rearrangement  of  the  analytical  components. 
Having  classified  the  losses,  the  deficiency  account 
must  show  who  will  sustain  them.   In  the  case  of  this  problem,  it 
turns  out  that  all  the  creditors  are  fully  protected  provided  no 
more  losses  are  incurred  than  appear  to  be  possible.   The  state- 
ment of  affairs  ends  with  a  surplus  of  more  than  $86,000  over  and 
above  all  outside  claims;  on  the  surface  this  might  indicate  that 
the  company  is  solvent.   And  yet,  when  the  deficiency  account  has 
been  established,  it  turns  out  that,  within  six  months,  the  com- 
pany has  lost  all  its  appropriated  surplus,  all  its  free  surplus 
of  past  periods,  all  its  operating  surplus  of  the  present  period, 
and  nearly  one-half  of  its  capital  stock.   To  have  shown  the  loss- 
es through  the  medium  of  an  account  which  would  have  collated  them 
at  random,  and  then  to  have  failed  to  show  what  they  represent 
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from  the  viewpoint  of  the  stockholders,  would  have  been  a  piti- 
ful performance. 

As  to  the  form  that  the  statement  of  affairs  must  as- 
sume, there  exists  no  particular  theory.   It  can  be  left  to  the 
individual  taste  or  to  the  power  of  expression  of  the  accoxint- 
ant  preparing  it. 

Generally  speaking,  it  is  similar  in  form  to  the  bal- 
ance sheet.   It  exhibits  the  assets  on  the  left,  the  liabilities 
on  the  right.   As  much  as  possible,  the  assets  are  put  down  in 
the  order  of  their  liquidity;  the  liabilities  are  classified  as 
to  their  preference,  security,  or  lack  of  security.  But,  as 
liabilities  must  be  deducted  from  assets,  and  sometimes  assets 
from  liabilities,  the  following  form  heis  been  found  convenient. 
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THE  A  K  EXPORT   SALES   COUVAIVI 

Exhibit   "B" 

STATEMEIJT  OF  OPERATING  INCOIIE 

For  the  Six  Monthe  Ended  December  31.   1918 

IHCOME  FROM   SALES; 

Groaa  Sales $1,254,027.91 

Leee  Allowances  for  Defective  Goods 2.096.40 

Net  Sales $1,251,931.51 

COST  OF  GOODS   SOLD: 

Inventory   at  July   1 ,   1918 $     294,365. 89 

Purchases  of  the  period 1.025.245.55 

Morchandlse  Available  for  Sale $1,319,612.45 

Freight,    Cartage,    Insurance,   etc.,   on  Uerohand-jo 210  .724.35 

Total   Cost    of  Goods  Available   for  SeQe $1,530,336.80 

Inventory   Adjustment: 

Deduct    Inventory  at   December  31,   1918 421.042.84 

Cost  of  Goods   Sold 1.109.293.96 

GROSS  PROFIT   ON  SALES $     142,637.55 

COMMERCIAL   EXPENSES: 

Selling  Office: 

Salaries $         8,142.25 

General  Expense 1,708.97 

Selling  Commission 13,803.92 

Brokerage 2,476.01 

Samples  distributed   free 132.90 

Telephone,   Telegrams,   and  Cables 9,270.56 

Advertising 433.29 

Rent   and  Light 952.50 

Traveling  Expense 1,208.97 

Postage 522.68 

Total    Commercial   Expense 38.712.05 

COMMERCIAL    PROFIT $     103,925.50 

AD'ilUIoTRATION  AIJD  GSIfERAL   EXPENSE: 

Administration; 
Executive  Office: 

Salaries $       31,123.60 

Postage 699.81 

Telephone,   Telegrams,   tuid  Cables 2,624.43 

Entertaining 110.13 

Rent   and  Light 925  .00 

Traveling 2,234.67 

Miscellaneous 1.686.64 

Total  Admlnlatrat Ion $       39,404.28 

£fiJiaxfll: 

Legal   Expense *  /,f25.Z5 

Bank  Interest,  etc.  (Net) 11,027.22 

Total  General $   18.752.47 

Total  Administration  an!  weneral  Expense 58,156.75 

PROFIT  FROM  OPERATIONS S   45.768.75 
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THE  A  K  EXPORT   SALES  COMPANY 
REPORT   OF  THE   ACCOUITTAITTS   TO   THE   CREDITORS'    COMlfTTTTTT; 

Gentlemen: 

In  accordsmce  with  your  request,  we  have  examined 
the  hooka,   records,   and  accounts  of  the  A  K  Export  Sales  Company, 
for  the  purpose  of  ascertaining  the  financial  status  of  the 
concern  as  at  December  31,   1918,    in  order  that  we  may  advise 
your  committee  as  to  the   steps  which  might  be  taken  to  safe- 
guard your   interests. 

Attached  to  this  report,   you  will  find  the  following 
exhibits: 

"A"  General  Balance  Sheet  at  December  31,1918  -  basis 
of  a  going  concern. 

"B"   Statement  of  Operations   for  the   six  months  ended 
December  31,1918. 

"C"  Reconciliation  of  the   Sxirplus  at  December  31,1918, 

"D"   Statement   of  Affairs  -  basis  of  assumed  liquidation. 

"E"  Deficiency  Account  -  basis   of  assiwied  liquidation. 

The  finaincial  condition  of  the  company  appears  quite 
unfavorable,    even  from  the  viewpoint   of  Exhibit    "A."     The    free 
surplus   is   insignificant,   and  the  appropriated  surplus    Is 
seriously  threatened  by  the  probability  of  the  losses   for  which 
it  provides.      It    is  our  impression,   gathered  from  our  own  ob- 
servation and  from  the   opinion  of  experts,   that  the  portion  of 
the  unsold  goods  which   is  not  pledged  to  bajiks   as  a  security  for 
loans  has   suffered  a  depreciation  of  $31,000.     While    there   ap- 
pears to  be   little   doubt   that   the   loss  will  materialize    in   the 
event   of  liquidation,    still,    if  the   company  continues  as  a  goin^^ 
concern  the   certainty    is  more   remote,    and  therefore  we  have 
been  satisfied  to  set   aside  surplus  earnings    instead  of  deducting 
the   amoTont    from  the   asaet.      The   same   general  uncertainty   concern- 
ing the   losses   of  claims,   promissory  notes,    and  accounts   receiv- 
able,  has  made   advisable   a  further   appropriation  of  profits, 
in  the   ajno\xnt    of  $31,593.75.     So   far  as   the   free   surplus    is  con- 
cerned,   the   company  has   lost    in  six  months   $84,299 .8d  of  the 
ajnount   accvimulated   in  prior  periods;   this   represents   the   dif- 
ference between  the    Initial  balance   of   $163,656.84  and  a  exim 
made  up  of  dividends   $30,000  and  appropriations   for  possible 
losses   $49,356.99,    i.e.,    $79,356.99.     Besides,    the  whole   of  the 
operating  profits  of  the  period  of   six  months  ended  December  31. 
1918,  has  been  lost,   with   the  exception  of  $871.47. 


I 
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As  to  this  balance,    It  would  have  been  practically  lost  had  the 
asset,    furniture,   fixtures,  etc.,  been  depreciated. 

The  majiageinent   of  the   compajiy  has,    from  the  financial 
standpoint,  been  deplorable.     In  the  period  of  eighteen  months, 
the   stockholders  have   distributed  to  themselves   $105,000  of 
profits  under  the   form  of  dividends,   thereby  compelling  the  so- 
called  reinvested  surplus  to  absorb  the  losses  which  the  com- 
psmy  carried  under  the   disguise   of  assets.     There   must  have 
existed  in  the  minds  of  the  directors  at  least  a  suspicion  that 
the  advances  to  foreign  agents  and  promoters  might  be  productive 
of  little   results.     The  thought  must  have   come  to  them  that   ship- 
ping conditions  were  so  severe  as  to  greatly  endanger  profits; 
having  gro^TO  up  with  the  war,   they  might  at   least  have  feared 
that   they  might   go  down  with   it.     And  yet,   they  declared  and 
paid  cash  dividends,   drained  the  company  of   its  resources,  hy- 
pothecated all  they  could,   and  left  to  others  the   care  of  fin- 
ancing- the  company. 

So  far  as  the  creditors  are  concerned.   Exhibits    "D" 
and  "E"    (the   statement   of  affairs   and   its  complement,   the   def- 
iciency account)  being  established  on  the  basis  of  assximed 
liquidation,   present   the   situation  of  the   A  K  Export   Sales  Com- 
pany  in  a  far  truer  light   than  does  Exhibit    "A."      If  you  were 
to  force   the   compsuiy   into  bankruptcy,   and  it  were   to  realize 
all   its  assets  at  the  values  given  in  Exhibit    "D"    (which  ap- 
pears to  be  the  probability),   the   company  could  pay  all   its  debts 
to  outsiders  dollar  for  dollar,   emd  there  would  be  a  surplus  of 
approximately  $86,000  to  take  care   of  the   stockholders.     The  loss, 
such  as    it  would  be,  would  fall  on  them;   liquidation  would   im- 
pose upon  them  only:      first,   the  lose  represented  by  the  dif- 
ference between  the   cost  of  their   fiirniture   and  fixtures   (that 
is   to  say,   the   replacement  value  as  a  going  concern)   and  the 
probable  value  at  a  forced  sale;   second,   the   loss   of  the   good- 
will which  has  an  asset  value  only  so  far  as  the   concern  remains 
in  business  and,    in  this   instance,   cannot  be   sold. 

The   other  losses,    referred  to  as    "Impairment   of 
Capital,"   are   due  either  to  mismanagement  or  to  errors  of  policy, 
and  will  occur  whether  or  not  you  take  drastic  action. 

If  the  company   is   forced  into  liquidation,   the   stock- 
holders will  have   lost   all  past  undivided  profits,   all  appro- 
priated surplus,   all  the  earnings  of  the  period,   and,  besides, 
42.52^  of  their  capital  stock. 

The   company's  business  has  been  profitable,   and  may 
even  have  possibilities   for  greater  profits   if  properly  managed. 
But,   at   the  rate   liabilities   for,   and  losses  due   to,  past   errors 
are  materializing,    it  will  not  take   long  before  your  present 
equity  in  the   assets   is   jeopardized. 

That  you  must  take  steps  to  prevent   euoh  an  occurrence 
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la  "beyond  question.     As  to  what   these    steps  must  "be,   you  alone 
can  decide;  but.    In  any  event.    It   appears  to  us   that   the  present 
administration  must  be   replaced  by  a  more   conservative   one   -  a 
receiver,    for    Instance,   7:ho  would  operate   the   compsmy  for   a  year, 
re-establish   Its   credit,    and  turn    it  back   to    its  present   stock- 
holders  free   from  the   threat   of  disaster. 


(Signed) 


PROBLEM  N  0.  10 

STATEMENTS  EXPRESSIVE  OF  THE  RESULTS  OF  THE  VOLUNTARY 
WINDING  UP  OF  CORPORATE  ACTIVITIES 
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PROBLEM  HO.  10 
STATEMENTS  EXPRESSIVE  OF  THE  RESULTS  OF  THE  VOLUNTARY 
WINDING  UP  OF  CORPORATE  ACTIVITIES 
(Adapted  from  the  New  York  C.P.A.  Examination  of  June,  1912) 

Text  of  the  Problem 

The  following  Is  the  trial  balance  of  the  Rawdeal  Company, 
Jxone  1,  1911,  on  which  day  the  directors  of  the  company  resolve  that 
the  secretary  of  the  company  be  authorized  to  call  a  meeting  of  the 
stockholders  to  vote  on  the  Immediate  dissolution  of  the  company: 

Land,  Building  and  Bond  Secured  by 

Equipment $  55,000.00    Mortgage  d'p $  26,000.00 

Machinery  and  Machine  Interest  Accrued  on 

Tools 35,000.00    Bond  Secured  by 

Shop  and  Hand  Tools  Mortgage 312,00 

(in  store) 5,000.00  Accounts  Payable 21,700.00 

Furniture  and  Person-  Reserve  for  Deprecl- 

alty  Fixtures 9,700.00    atlon  of  Building,. ,    5,300.00 

Raw  Materials  and  Reserve  for  Depreci- 

Freight  thereon 10,350,00    atlon  of  Machinery..    9,000.00 

Accounts  Receivable...   23,400.00  Reserve  for  Deprecl- 
Cash  in  Bank  and  in  atlon  of  Furniture 

Offices 11,320.00    and  Fixtures 4,100.00 

Surplus 23, 358  .00 

Capital  Stock  Author- 
ized, Issued  and 
Outstanding 60,000.00 

$149,770.00  $149,770.00 

The  stockholders'  meeting  was  held  on  July  1,  1911,  and  the 
dissolution  took  place.  The  company  sold  the  land  and  the  building 
and  its  equipment  to  the  mortgagee  for  $44,000.  On  September  1,  1911, 
the  cash  book  showed: 
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Debits;   Building  and  Realty  rixtures  $17,454; 

Machinery  $25,340;  Shop  and  Hand  Tools  $2,100; 
Furniture  and  Fixtures  $3,700;  Raw  Materials 
$7,950;  Accounts  Receivable  $23,130. 

Credits;   Accounts  Payable  $21,700;  Expenses 
$1,530.20. 


REQUIRED; 


(a)  A  Statement  of  Realization  and  Liquidation,  showing  the 

per  cent  received  by  the  stockholders  on  their  holdings. 

(b)  The  Journal  Entries  affecting  the  dissolution  of  the  com- 

pany. 
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Dlacuesion  of  Problem  No.  10 

This  problem  presents  the  simplest  form  of  the  reali- 
zation and  liquidation  statement.   In  fact,  it  asks  only  for  a 
olasBified  presentation  of  the  entries  made  in  the  books  of  ac- 
count -  a  copy  of  the  ledger  accounts,  if  you  care  to  express 
it  In  that  way.   The  required  statement  is,  indeed,  nothing  more 
them  a  copy. 

Assume  that,  instead  of  allowing  the  individual  ac- 
counts with  assets  and  liabilities  to  remain  undisturbed  until 
the  assets  have  been  sold  and  the  liabilities  liquidated,  the 
officer  of  the  company  in  charge  of  the  winding  up  of  its  af- 
fairs has  exercised  the  option  of  closing  all  the  accounts  with 
the  exception  of: 

Cash  )  Surplus 

Realization  and  Liquidation  )    Capital  Stock 

To  carry  out  his  purpose,  he  would  have  to  close  all 
assets  other  than  cash  to  the  debit,  and  all  liabilities  to  out- 
siders to  the  credit,  of  the  group  account  Realization  and  Li- 
quidation.  This  latter  account  is,  therefore,  a  species  of  in- 
ventory account,  with  positive  values  on  the  left  and  negative 
values  on  the  right,  giving  as  a  result  the  net  s\im  of  assets 
which  the  officer  in  charge  must  account  for.   It  follows  that, 
to  account  for  that  mixed  inventory,  he  will  have  to  credit  the 
aocoxint  with:  (1)  what  he  receives  for  the  assets;  (2)  what  he 
loses  through  his  failure  to  collect  in  full  or  to  sell  at  book 
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▼alue;  (3)  any  asset  unoolleotible  or  ixnsalable,  whioh  he  re- 
turns to  the  stookholders  to  be  disposed  of  by  them.   Further, 
he  will  have  to  debit  the  acooxint  with:  (l)  the  amount  paid  for 
the  liquidation  of  debts;  (2)  the  amount  of  debts  unliquidated. 

As,  in  his  aooounting,  he  must  apply  the  rules  of 
bookkeeping  by  the  double-entry  method,  he  debits  Cash  with  the 
proceeds  of  the  collections  or  sales;  debits  Surplus  with  losses; 
credits  Cash  with  the  consximption  of  cash  for  the  payment  of 
debts,  the  payments  for  expenses  which  he  debits  to  Surplus,  and 
the  payment  of  dividends  to  stockholders  which  he  also  debits  to 
Surpliis.   This  latter  account  is  also  debited  with  the  amoxint  of 
any  new  liability  incurred  during  liquidation. 

Had  the  officer  in  charge  of  winding  up  the  corpora- 
tion elected  not  to  raise  an   accoxint  with  realization  emd  li- 
quidation, which  is  certainly  what  he  would  do,  he  would  have 
debited  Cash  or  Surplus  and  credited  the  assets,  and,  corre- 
spondingly, credited  Cash  amd  debited  liabilities  or  Surplus. 

Therefore,  no  matter  what  plam  the  officer  in  charge 
of  winding  up  the  corporation  may  have  adopted,  his  procedure 
is  eternally  the  same,  and  we,  as  accountants,  must  be  able  to 
follow  his  plan  item  by  item,  and  present  the  results  in  any 
manner  which  may  be  required  of  us. 

We  could  take  asset  after  asset,  liability  eifter  lia- 
bility, and,  in  narrative  form, express  precisely  what  happened 
to  each  value.   Therefore,  we  cam  do  the  same  thing  in  account 
form  and  say: 
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The  officer  In  charge  is  to  account  for: 

1.  The  assets  which  existed  as  at  the  day  he  took 

charge,  as  inventoried  by  the  balance  sheet. 

2.  The  assets  unknown  as  at  the  day  he  took  charge, 

but  subsequently  ewcertained  to  exist. 

3.  All  liabilities  which  existed  as  at  the  day  he 

took  charge,  as  inventoried  by  the  balance  sheet. 

4.  The  liabilities  unknown  a^  at  the  day  he  took 

charge,  but  subsequently  ascertained  to  exist. 

As  to  the  gains  or  losses  which  he  may  have  made  or 
incurred,  the  officer  merely  credits  or  debits  the  stockholders 
with  them  in  their  corporate  account  Surplus.   This  is  also  true 
of  expenses. 

Remember  that  in  all  the  foregoing  discussion  we  have 
never  applied  the  term  trustee  to  the  officer  in  charge  of  the 
company's  liquidation.   Had  we  done  so,  we  would  unwittingly  have 
committed  ourselves  to  the  use  of  an  entirely  different  form  of 
reporting,  similajc  to  the  form  adopted  in  Problem  No.  11  which 
follows. 

The  officer  of  the  Rawdeal  Company  who  has  attended  to 
the  matters  at  issue  has  had  nothing  to  do  with  the  courts.   He 
is  not  a  trustee  in  the  legal  sense  of  the  word,  and  therefore 
he  is  not  boiind  by  any  court  procedure.   His  accounting  is  that 
of  the  average  bookkeeper.   When  reporting  upon  his  work  we  mere- 
ly examine  his  accounts,  and  recite  all  the  debits  emd  all  the 
credits  which  he  has  made  thereto.   Nothing  can  be  simpler. 

As  to  the  technique  of  his  work,  it  depends  essentially 
upon  ourselves;  it  may  very  well  be,  for  instauice,  that,  instead 
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of  deducting  the  reserves  for  depreciation  of  physical  assets 
from  the  assets  themselves,  we  may  prefer  to  return  them  to 
surplus  from  which  they  came,  and  allow  them  to  offset  therein 
the  policy  of  the  losses  on  undepreciated  book  value  which  is 
compensated  by  a  reserve.   This  is  essentially  a  matter  of 
personal  taste  or  opinion. 

As  to  form,  the  division  of  the  statement  among  its 
components: 

1.  Inventories 

2.  Accounting  for  Assets  ajid  Liabilities  to  Outsiders 

3.  Acco\uiting  fos  Liabilities  to  Stockholders 


(a)  Surplus 


Capital  Stock 

appears  to  be  the  simplest,  the  clearest,  and  the  most  logical 
one.   I  have  no  doubt  that  in  this,  as  in  every  other  accounting 
matter  involving  the  theory  of  form,  there  will  be  as  mauay 
opinions  as  there  eire  accountants.   The  more  the  merrier,  since 
we  axe  all  trying  to  be  useful  in  our  h\imble  way,  according  to 
our  lights. 


ASSETS  TO  BE  ACCOUIITEP  FOR: 

(1)  Cash  Balance 

(2)  To  be  Realized: 

Land,  Building  &  Equipment 
Machinery  and  Machine  Toole 

Shop  and  Hand  Tools 

Furniture  &  Peraonalty  Fix. 

Raw  Materials 

Accounta  Receivable 

Total  to  be  Realised 

TOTAL   ASSETS   TO  BE  ACCOUUTl;.D   FOR..  . 


LIABILITIES   ACCOUOTED  FOR: 
Liabilities  Liquidated: 

(1)  In  Caah: 

Acccunte  Payable 

(2)  ThrouRh  Sale  of  Pledged  Asa 

Bond  and  Mortgage 

Interest  en  Mortgace 

Total 


TOTAL  LIABILITIES   ACCOUIITEE   FOR. 


Additional    Interest  on  Hortga^e 

Losoes  on  Realization  of  Aeaete: 

Accounts  Receivable 

Land,    Building,   and  Equipment 

liachinery   and  Uachine  Tools 

Shop  and  Hand  Toole 

Furniture  and  Peraonalty   Flxturea. 
Raw  Materials 

Expenses  of  Liquidation.   Paid  in  Gas 

Dividend  of  12.94f!-  Paid  in  Caen 


Paid  in  Caah.   lOOIt  of  Holdings. 


n-iey 


ASSETS  TO  BE  ACCOiniTED   FOR: 
(1)    Caah  Balance 


Solution  of  Problem  Ho.  10 

STATBiEHT  OF  THE  LIQUIDATIOM   OF  THE  AFFAIRS  OF  THE  RAWDEAL  COMPAtT 

Ae   of  Septeinber   1,    1911 

SECTIOW   I   -   IHVEHTOHIES 

LIABILITIES   TO   BE  LICiLIDATED; 


i   11.320.00 

(2)    To  be  Realized: 

Land,    Building  &  Equipir.ert    (Depr.    deducted  $5,300)  $  49,700.00 

Machinery  acl  Machine  Toole        "               "            «9,000)  26,000.00 

Shop  and  Iland  Tool  a 5,000  .CO 

Furniture  &  Personalty  Fix.  (Depr.    deducted  $-1,100)  5,600.00 

Raw  Mater lalH 10,350.00 

Acccun'.B  Receivable 23.400.00 

Total  to  be  Realized $120,050.00 

TOTAL  ASSETS  TO  BE  ACCOUirC^iP  FOR. $131.370.00 


(1)    Outetandlne  at   June   1.   1911: 
Bond  Secured  by  Uortgage. . 

Interest  on  tortgase 

Accounte   Payable 


Total   Outetandlng  at    June  1,   1911. 


(2)    Inourred  during  Liquidation: 

Additional    Intercat   on  Bond  &  Mortgage. 


TOTAL   LIABILITIES  TO  BE  LIQaiDATED. 


$   26,000.00 

312.00 

21,700.00 

S   46,012.00 
234.00 

$  4B. 24 6.00 


LIABILITIES   ACCOUirTED  FOR: 

Liabilities  Liquidated: 

(1)    In  Caah: 

Accounts  Payable. 


SECTIOIJ   II   -   ACCOUNTING 

ASSETS   ACCOmiTED  FOR: 

(1)    Caah  Balance  at   June  1, 


$  21,700.00 


(2)    Through  Sale  of  Pledged  Aaaets 

Bond  and  Mortgage 

IntereBt  on  Mortgaee 


$  26,000.00 

546.00 

Total $  26,546.00 


1911. 


(2J    Aaseta  Realized: 
(a)    In  Caah: 

Land,   Building,   and  Equipment 

Machinery   and  Machine  Tools 

Shop  and  Hand  Tools 

Furniture  and   Personalty  Fixtures. 

Raw  Materials 

Accounts  Receivable 


Total  Realized   in  Caah. 


(b)    Through  Liquidation  of  Secured  Liabilltlee: 
Building  and  Realty    Fixtures 


Total  Realised. 


(3)    Aaseta  Lost: 

Accounts  Receivable 

Land,   Building,    and  Equipment..... 

Uachlnery  and  Machine  Tools 

Shop  and  Hand  Tool  a 

Furniture  and  Personalty  Fixtures. 
Raw  Materials 


TOTAL  LIABILITIES  ACCOUHTED  FOR $  46,246.00 


Total  Losses. . . 
TOTAL   ASSETS   ACCOUItTED  FOR. 


I  11.320.00 


$  17,454.00 

25,340.00 

2,100.00 

3,700.00 

7,950.00 

23.130.00 

$  79,674.00 


$  26.546.00 
$117.540.00 


$         270.00 

5,700.00 
660.00 
2,900.00 
1,900.00 
2.400.00 

$   13,830.00 

$131.370.00 


Additional    Interest  on  MortRaAe $ 

Loaaea  on  Realization  of  Assets: 

Accounts  Receivable 

Land,   Bullcing,   and  Bquipment 

Uachlnery  and  Machine  Tools 

Shop  and  Hand  Tools 

Furniture  and  Personalty   Fixtures 

Raw  Mat  trial  a 


Expenses  of  Liquidation,    Paid  in  Caeb. 
Dividend  of  12.94^  Paid  in  Caan 


SECTION   III 
234.00 

270 .00 
5,700.00 

660.00 
2,900,00 

1,900.00 
2,400.00 

1,530.20 

7,763.60 


SURPLUS 

Balance  at  Jiine  1,    1911. 


$  23,356.00 


Paid  in  Cash.  lOOi  of  Holdings. 


SECTION   IV  -   CAPITAL    STOCK 

$  60,000.00  Balance  at  June  1,    1911. 


$   60.000.00 


r 
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PRO  FOmtA  JOURNAL  ENTRIES 


6/1/11      At  a  meeting  of  the  Board  of  Directors  held 
this  day.  It  was  resolved: 

"That  the  secretary  be  and  Is  hereby  author- 
ized to  call  a  special  meeting  of  the  stockhold- 
ers, for  the  purpose  of  considering  a  proposition 
to  dissolve  the  Rawdeal  Company  at  once." 

7/1/11      The  stockholders  of  the  Rawdeal  Company  hav- 
ing been  apprised  of  the  above  resolution  of  the 
Board  of  Directors  and  notified,  both  by  mail  and 
by  publication,  that  a  meeting  would  be  held  on 
July  1,  1911,  the  meeting  was  duly  held  on  this 
day,  auid  it  was  resolved  that  the  compemy  be  dis- 
solved forthwith.   Accordingly,  the  secretary 
was  instructed  to  file  the  proper  papers  with 
the  Secretary  of  State. 

In  accordance  with  the  above  resolutions,  the 
company  has  been  dissolved,  and  the  following  en- 
tries are  made  to  reflect  the  transactions  inci- 
dent to  the  dissolution. 


No.  1   Reserve  for  Depreciation  of  Building 

and  Equipment $  5,300.00 

Reserve  for  Depreciation  of  Machinery   9,000.00 

Reserve  for  Depreciation  of  Furniture 

and  Fixtures 4,100.00 

To  Land,  Building  and  Equipment  $  5,300.00 

"  Machinery  and  Machine  Tools  9,000.00 

"   Furniture  and  Fixtures 4,100.00 

To  apply  reserves  accumulated  in 
prior  periods. 


No.  2   Realization  and  Liquidation $120,050.00 

To  Land,  Building,  and  Equip- 
ment   $49,700.00 

"  Machinery  and  Machine  Tools  26,000.00 

"  Shop  and  Hand  Tools 5,000.00 

"   Furniture  and  Personalty 

Fixtures 5,600.00 

»  Raw  Materials 10,350.00 

"   Accounts  Receivable 23,400.00 

For  assets  other  than  cash,  to  be 
accounted  for. 
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No.    3       Bond  and  Mortgage $26,000.00 

Interest  on  Mortgage 312.00 

Accounts  Payable 21,700.00 

To  Realization  and  Liquidation  $48,012.00 

For  liabilities  outstamding  at 

June   1,    ISll,    to  be   accounted  for. 


No.    4       Surplus $       234.00 

To  Realization  and  Liquidation  $       234.00 

For  additional  liability  for  inter- 
est on  mortgage,   incurred  during 
liquidation. 


No.    5       Cash $79,674.00 

To  Realization  and  Liquidation  $79,674.00 

For  receipts   through  sales  of 
assets,    as   follows: 

Land,   Building  and 

Equipment $17 ,  454 .  00 

Machinery  and  Machine 

Tools 25,340.00 

Shop  and  Hand  Tools....  2,100.00 

Furniture   and  Personal- 
ty Fixtures 3,700.00 

Raw  Materials 7,950.00 

Accoiants  Receivable....  23,130.00 


No.   6       Realization  and  Liquidation $26,546.00 

To  Realization  and  Liquidation  $26,546.00 

For  realization  of  part  of  the 
value  of  the  land,  building,   and 
equipment   through   the   applica- 
tion of  the  proceeds    thereof  to 
the   liquidation  of: 

Mortgage $26,000.00 

Interest  on  Mortgage...     546.00 

$26,546.00 
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No.    7       Realization  and   Liquidation $21,700.00 

To   Cash $21,700.00 

For   liquidation  of  accoiinte  payable. 

No.   8        Surplus $13,830,00 

To  Realization  and  Liquidation.  $13,830.00 

For   following  losses   on  sales   of 
aissets  or  collection  thereof: 

Accounts  Receivable $     270.00 

Land,   Building,    etc 5,700.00 

Uewjhinery,    etc 660.00 

Shop  and  Hand   Tools 2,900.00 

Furniture   and   Fixtures..  1,900.00 

Raw  Materials 2,400.00 

No.   9        Surplus $  1,530.20 

To  Caish $  1,530.20 

For   expenses   of   liquidation. 

No.    10     S\irplu8 $  7,763.80 

To  Cash $  7 ,  763 .  80 

For   final  dividend  to   stockholders. 

No.    11     Capital  Stock $60,000.00 

To  Cash $60,000.00 

For  distribution  to  stockholders  in 
the  amount  of  100^  of  their  hold- 
ings. 


Stock  canceled. 


PROBLEM     NO.    11 


STATEMENTS  EXPRESSIVE  OF  TEE  RESULTS 
OF  OPERATIONS  BY  TRUSTEES 
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PROBLE].!  NO.  11 

STATEMENTS  EXPRESSIVE  OF  THE  RESULTS 

OF  OPERATIONS  BY  TRUSTEES 

(Adapted  from  the  New  York  C.P.A.  Examination  of 
Janusury,  1913) 

Text  of  the  Problem 

James  Stetson  is  appointed  trustee  of  the  msuiufacturing 
business  of  John  Brightlawn,  for  the  purpose  of  rehabilitation. 
On  taking  charge  he  finds  that  the  available  assets  are:  cash  in 
bank,  $356;  accounts  receivable:  (a)  good  $3,712;  (b)  probably  un- 
collectible $350.   The  working  and  trading  assets  consist  of:  raw 
materials  $17,258;  sundry  msinufacturing  supplies  $700;  finished 
goods  $8,000;  goods  in  process  $30,945.70.   Other  assets  comprioe: 
machinery  and  machine  tools  $41,000;  shop  and  hand  tools  $1,300; 
deferred  debits  to  manufacturing  $530.   The  liabilities  are:  credi- 
tors' accounts  $39,700;  wages  accrued  -  productive  $500;  unskilled 
$230. 

The  transactions  under  the  trusteeship  are  as  follows: 
Loaned  by  creditors  for  immediate  needs  $7,000.   Purchased  on  book 
accounts:  raw  materials  $8,300;  sundry  rasmufacturing  supplies 
$9,500.   Factory  expense:  paid  in  cash  $1,300;  incurred  as  a  lia- 
bility to  creditors  and  subsequently  liquidated  $2,100.   The  doubt- 
ful accounts  receivable  proved  worthless.   Cash  paid  for:  product- 
ive labor  $16,000;  unskilled  labor  $2,500;  general  expense  $8,000; 
additional  shop  tools  $609;  freight  inweird,  on  raw  materials  manu- 
factured and  sold  $60.   Interest  allowed  to  creditors  on  their  ac- 
counts amounted  to  $143.10.    The  trustee  advanced  $4,300  to 
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I    John  Brightlawn  on  account  of  expected  profits.   The  sales  of 
finished  goods  amounted  to  $91,000. 

At  the  close  of  the  trusteeship,  the  trustee's  books 
show  the  working  and  treuling  assets  to  be:  finished  goods  $11,000; 
goods  in  process  $10,450;  raw  materials  $1,945.70;  manufact\ixing 
supplies  $395.25.   There  is  besides  an  amount  of  $750.10  repre- 
senting factory  expenses  unapplied.   The  creditors'  accounts  show 
a  balance  of  $1,650.30,  while  the  uncollected  accounts  receivable 
eunount  to  $2,975.36.   The  shop  and  hand  tools  amount  to  $1,609. 

Prepare  an  account  which  will  respect  the  fiduciary- 
character  of  the  relations  of  the  trustee  and  of  the  proprietor 
of  the  business,  and  reflect  logically  and  clearly  the  result  of 
J.  Stetson's  administration. 


f 
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Discussion  of  Problem  No.  11 

To  simplify  the  explanation  of  this  problem,  and  establish 
a  basis  affording  a  common  meeting  ground,  we  will  assume,  if  you 
please,  that  upon  his  taking  charge  of  John  Brightlawn's  affairs, 
James  Stetson,  the  trustee,  opened  a  new  set  of  books, 

I  present  to  you,  at  this  point,  the  ledger  acco\ints  as  they 
would  appear  on  the  new  books  of  the  trustee  at  the  end  of  his  adminis- 
tration; this  is  supplemented  by  the  original  trial  balance  of  the 
general  ledger,  and  the  closing  trial  balance,  Just  before  the  assets 
and  liabilities  are  returned  to  John  Brightlawn, 

CASH 

J.  Brightlawn  -  Balance  $   356.00  Factory  Expense $  1,300,00 

Creditors  (Loan) 7,000,00  Productive  Wages 16,000.00 

Accounts  Receivable  Old   3,712.00  Unskilled  Labor 2,500.00 

Accounts  Receivable  New  88,024,64  General  Expense 8,000,00 

Tools 609.00 

Goods  in  Process  - 

Freight  Inward 60,00 

J,  Brightlawn,  Drawings  4,300.00 

Creditors 65,092.80 

Balance 1.230.84 


$99,092.64  $99,092.64 

Balance $  1,230.84  J .  Brightlawn $  1,230.84 

ACCOUNTS  RECEIVABLE 

J.  Brightlawn $  4,062.00  J.  Brightlawn  (Loss)...  $   350,00 

Finished  Goods  (Sales).   91,000,00  Cash 91,736.64 

Balance 2,975.36 

$95,062.00  $95,062.00 

Balance $  2,975,36  J.  Brightlawn $  2,975.36 
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RAW  MATERIALS 

J.  Brlghtlawn $  17,258.00   CJoods  in  Process $  23,612.30 

Creditors.. 8,300.00   Balance  -  Inventory..    1,945.70 

$  25,558.00  $  25,558.00 

Balance   -   Inventory...    $     1,945.70       J.   Brlghtlawn $     1,945.70 

SUNDRY  MANUFACTURING  SUPPLIES 

J.   Brlghtlawn $  700.00        Goods    In  Process $     9,804.75 

Creditors 9.500.00        Balance   -   Inventory..  395.25 

$   10,200.00  $   10,200.00 

Balance  -  Inventory...  $    395.25   -J.  Brlghtlawn $    395.25 

FINISHED  GOODS 

J.  Brlghtlawn $  8,000.00   Sales $  91,000.00 

Goods  in  Process 75,222.65  Balance  -  Inventory..   11,000.00 

vj.  Brlghtlawn  (Gross 

Profit) 18,777.35                       


$102,000.00  $102,000.00 

Balance  -  Inventory...  $  11,000.00   J.  Brlghtlawn $  11,000.00 

GOODS  IN  PROCESS 

J.  Brlghtlawn $  30,945.70   Finished  Goods $  75,222.65 

Raw  Materials 23,612.30   Balance  -  Inventory..   10,450.00 

Manufacturing  Supplies  9,804.75 

Productive  Wages 15,500.00 

Factory  Overhead 5,749.90 

Freight  Inward 60.00  


$  85.672.65  $  85,672.65 

Balance  -  Inventory...  $  10,450.00   J.  Brlghtlawn $  10,450.00 

MACHINERY  AND  MACHINE  TOOLS 

J.  Brlghtlawn f  41.000.00   J.  Brlghtlawn $  41,000.00 
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SHOP  AND  TOOLS 


J.  Brightlawn $  1,300.00   Factory  Overhead  Ex- 
Cash 609.00     pense $    300.00 

Balance  -  Inventory..    1,609.00 


$  1,909.00                       $  1,909.00 

Balance  -  Inventory...  $  1,609.00   J.  Brightlawn $  1,609.00 

FACTORY  OVERHEAD  EXPENSES 

J.  Brightlawn  -  Bal-  Goods  in  Process $  5,749.90 

ance  Unapplied $  530.00   Balance  Unapplied. .. .      750.10 

Cash 1,300.00 

Creditors 2,100.00 

Unproductive  Labor....  2,270.00 

Shop  Tools 300 .00 


$  6,500.00  $  6,500.00 


Balance  Unapplied $    750.10   J.  Brightlawn $    750.10 

CREDITORS'  ACCOUNTS 

Cash $  65,092.80   J.  Brightlawn $  39,700.00 

Balance 1,650.30   Cash 7,000,00 

Raw  Materials 8,300.00 

Supplies 9,500.00 

Factory  Expense 2,100.00 

Interest 143.10 


$  66,743.10  $  66,743.10 

J.  Brightlawn $  1,650.30   Balance $  1,650.30 

WAGES  ACCRUED  -  PRODUCTIVE 

Cash $16,000.00   J.  Brightlawn $    500.00 

Goods  in  Process 15, 500.00 

$  16,000.00  $  16,000.00 

WAGES  ACCRUED  -  UNSKILLED 

Cash $  2,500.00   J.  Brightlawn $    230.00 

Factory  Overhead 2,270.00 

$  2,500.00  $  2,500.00 
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GEHERAL  EXPENSE 
Cash $  8,000.00   J.  Brlghtlawn. 


$     8,000.00 


Creditors 


INTEREST  ACCOUMT   PAYABLE 
$  143,10       J.   Brlghtlawn. 


143.10 


JOHN  BRIQHTLAWN  (Proprietor) 


Sundry  Liabilities 

taken  over $  40,430.00 

Accoxints  Receivable 

(lost) 350.00 

Accounts  Payable  - 

Interest 143,10 

Cash  -  General  Ex- 
penses of  Trustee,..  8,000,00 

Cash  -  Advances  by 

Trustee 4, 300 ,00 

$  53,223,10 

Balance 69,705,95 

$122,929,05 

Sundry  Asset':-  returned  $  71,356.25 


S\indry  Assets  taken 

over $104,151.70 

Gross  Profit  on  Sales   18,777.35 


$122,929,05 


Balance $  69, 705 ,95 

Sundry  Liabilities 

returned 1,650.30 


$  71,356.25 


$  71,356,25 
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TRIAL  BALANCES  OF  THE  BOOKS  OF  THE  TRUSTEE 


INITIAL  TRIAL  BALANCE 


Cash $    356 .00 

Accounts  Re- 
ceivable ...$3,712,00 
Accoiints  Re- 
ceivable...  __350^00  4,062.00 

Raw  Materials 17, 258 ,00 

Manufacturing  Supplies  700.00 

Finished  Goods 8,000.00 

Goods  in  Process 30,945.70 

Machinery  and  Machine 

Tools 41,000.00 

Shop  and  Hand  Tools...  1,300.00 
Deferred  Debits  to 

Manuf  ac  tur  ing 530.00 

$104,151.70 


Creditors'    Acco\ints..    $  39,700.00 

Wages  Accrued 730 .00 

J.   Bright  lawn 63,721.70 


$104,151.70 


CLOSING  TRIAL  BALANCE 

(Before   return  of  Assets  and  Liabilities) 

Cash $     1,230.84       Creditors'    Accounts..    $     1,650.30 

Acco\ints  Receivable...  2,975.36       J.Brightlawn 69,705.95 

Raw  Materials 1,945.70 

Manufacturing  Supplies  395.25 

Finished  Goods 11,000.00 

Goods   in  Process 10,450.00 

Machinery  and  Machine 

Tools 41,000.00 

Shop  and  Hand  Tools .. .  1,609.00 
Deferred  Debits  to 

Manufacturing 750,10  

$  71,356.25  $  71,356.25 
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Before  taking  up  the  theory  of  the  problen,  we  must 
establish  the  fact  that,  in  accounting  for  manufacturing  concerns, 
we  use  the  wrong  terminology.   Nothing  that  enters  the  cost  of 
the  goods  finished  can  be  an  expense,  since  it  is  capitalized  in 
the  finished  product.   The  trader  oalls  his  merchandise  an  asset. 
When  he  acquired  it  he  purchased  the  cost  to  the  producer  of 
material,  labor,  and  burden.   To  the  buyer  these  were  subsets  of 
the  vendor.   To  the  manufacturer  raw  materials,  indirect  labor, 
and  factory  burden  xinapplied  to  finished  goods  are  as  much  of  an 
asset  as  the  finished  goods  themselves.   The  use  of  the  term  "fac- 
tory expense"  when  referring  to  capitalizable  burdan  will  do  very 
well  provided  we  realize  that  we  are  not  dealing  with  th3  kind  of 
expenses  which  textbooks  on  bookkeeping  qualify  as  "loss  and  gain 
items."   Even  the  cost  of  the  goods  sold,  when  ascertained  by 
application  of  the  remaining  inventories,  is  not  an  expense  item. 
It  is  merely  expressive  of  the  value  of  the  capital  given  up  in 
exchange  for  a  promise  by  the  buyer  to  pay  a  greater  sum. 

Now  that  we  have  built  up  the  trustee's  general  ledger, 
we  must  attempt  to  present  "logically  and  clearly"  the  result  of 
his  euiministration.   Further,  we  must  present  the  facts  in  such  a 
manner  sls  to  "respect  the  fiduciary  character  of  the  relations  of 
the  trustee  and  of  the  proprietor  of  the  business."   We  caji  do 
this  only  through  the  medium  of  the  schedules  of  charges  and  dis- 
charges which  all  trustees  must  present  to  the  courts  which  have 
Jurisdiction  over  them. 
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At  law,  trustees  are  charged: 

1.  With  the  inventory  of  the  estate,  as  established 

at  the  time  of  their  taking  charge. 

2.  With  all  new  items  of  inventory  discovered  or 

obtained  subsequently. 

3.  With  the  increases  of  inventory  values  through 

sales  or  maturity  of  rights  existing  in  a 
potential  manner  but  not  certain  as  to  amount 
at  the  time  of  inventory. 

Trustees  are  creditable  with: 

1.  Decreases  of  inventoried  values, 

2.  Losses  of  inventoried  values  incurred  through 

no  fault  of  theirs. 

3.  Payments  of  debts. 

4.  Payments  of  expenses. 

5.  Inventory  values  unsold,  either  because  they  had 

no  value  or  no  market,  or  because  to  have  sold 
them  during  the  trustee's  administration  would 
have  involved  unnecessaxy  losses. 

These  legal  requirements  dictate  the  form  of  our  ac- 
counting.  We  shall  not  supply  the  schedules  and  summarize  them, 
but  our  statement  of  the  trustee's  administration  must  be  so 
built  up  as  to  reproduce  the  individual  schedules. 

When  the  statement  is  completed,  we  must  be  in  a  posi- 
tion to  take  every  single  one  of  the  inventoried  values  and 
state  precisely  what  happened  to  it:  how  it  wa*  increased,  de- 
creased, what  gain  or  loss  it  sustained,  what  was  its  remainder. 
If  any,  and  how  it  was  finally  disposed  of.   If  we  osmnot  do 
this,  then  our  statement  is  inadequate.   If  we  do  not  find  means 
of  applying  the  law;  if  we  find  it  neceseaxy,  in  order  to  balance, 
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to  charge  the  trustee  with  gains,  losses,  and  expenses,  it  will 
not  help  us  at  all  to  state,  ais  is  so  often  done  in  defending 
solutions  of  problems  of  this  type,  that  the  statement  of  the 
trustee  is  one-half  his  own  statement  and  one-half  the  statement 
of  the  proprietor.   Such  em  excuse  is  a  denial  of  the  truth  of 
accounting  and  of  the  value  of  legal  requirements. 

In  reality,  the  problem  is  very  simple.   We  have  a  per- 
fect ledger,  emd  we  are  asked  to  open  that  ledger: to  express  the 
initial  balance  sheet  minus  its  balancing  proprietorship  element; 
to  state  the  changes  which  have  taken  place  in  every  Invested 
value,  whether  positive  or  negative;  and  to  end  with  a  balsince 
sheet  minus  its  balancing  element. 

The  balancing  proprietorship  element  referred  to  above 
is  eliminated  because,  at  law,  we  must  substitute,  in  the  Initial 
balance  sheet,  the  responsibility  of  the  trustee,  emd  in  the  clos- 
ing balance  sheet,  the  credit  to  the  trustee  for  the  discharge  of 
that  Initial  responsibility. 

A  mountain  of  objections  has  been  erected  against  this 
tjTpe   of  problem;  erroneous  solution  after  ludicrous  solution  has 
been  published;  student  after  student  heis  quit  work  on  it  in 
utter  disgust.   And  yet  the  theory  of  the  problem  Is  fundamental, 
and  any  laymaxi  with  common  sense  can  see  through  it. 

What  is  responsible  for  all  this?   Lack  of  knowledge 
of  accounting  theory;  lack  of  imagination;  lack  of  loglo. 
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PROBLEM  NO.  12 
ASCERTAINING  INVESTED  CAPITAL  FROM  INCOMPLETE 
AND  BADLY  KEPT  BOOKS 

Text  of  the  Problem 

The  Perfect  Piston  Ring  Company,  of  New  Jersey,  or- 
ganized in  1914,  and  whose  atocK  was  owned  by  M  and  T,  ex-part- 
ners, was  purchased  in  March,  1919,  by  the  Industrial  Develop- 
ment Company  of  Delaware.   The  purchase  was  made  throuj^h  the  ac- 
quisition of  the  stock,  the  Piston  Ring  Company  retaining  its 
identity.   The  plant  was  moved  from  New  Jersey  to  Delaware. 

In  Jsmuary,  1918,  but  as  at  December  31,  1917,  the 
company  had  prepau'ed  and  filed  an  income  tax  report  showing: 

INCOME: 

Net  Sales $251,110.30 

Income  from  Other  Sources 331.83 

Total $251,442.13 

Cost  of  Goods  Sold $101,491.56 

Expenses  General 33,397.11 

Debts  Charged  Off 1,855.84 

Interest  Paid •^'*^^^'^?   ,  o  o,,z  -r. 

State  and  Local  Taxes 744.98  138,815.71 

Net  Income $112.626.42 

INVESTED  CAPITAL  at  January  1 ,  19 1 7 $308,930.93 

TAX  PAYABLE  (subsequently  paid) $  35,448.27 

The  books  had  been  very  badly  kept  from  1914,  when 
the  company  was  organized,  to  the  end  of  1917.   There  was  no 
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general  ledger,    and  such  books   as  were  available  were  very 
crude.      No  authoritative   inventory  had  ever  been  taken. 

In  May,  1919,  an  agent  of  the  Internal  Revenue  Depart- 
ment examined  the  company's  books  for  the  yeaur  1917,  ajid  report- 
ed as  follows: 

NET   SALES $251,442.13 

Cost  of  Goods   Sold $27,084.16 

General  Expenses 24,040.86 

Losses 1,855.84 

Interest 1,261.61 

Taxes 744.99 

Total 54.987.46 

NET  INCOME $196,454.67 

INVESTED  CAPITAL  at  January  1,  1917 $  85,824.26 

TAX  PAYABLE. $112,342.68 

Already  Paid 35.448.27 

Additional  to  be  Paid $  76,894.41 

The  tax  report  filed  by  the  company  had  been  based  up- 
on the  follGwing  non-certified  statements  rendered  by  public  ac- 
countants to  the  Perfect  Piston  Ring  Company  as   at  November  30, 
1917,  for  the  eleven  months  ended  at  that  date,  supplemented  by 
our  estimate  for  the  twelfth  month. 
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BALAITCE   SHEET 

ASSETS 
Plant  Property  (Appraised  Values): 

Land  and  Buildings $  75,000.00 

Machinery,   Tools,  and  Equipment.   128,400.00 

Patterns 6,795.00 

Factory  Equipment 5 ,  000 .00 

Office  Furniture 3.000,00  $218 ,195  .00 

Less  Reserve  for  Depreciation 21.279.25   $196,915.75 

Inventories   (Appraised  Values): 

Finished  Stock $  75,000.00 

Goods  in  Process 8,500,00 

Raw  Materials 19,000.00 

Factory  Supplies 22,500.00  125 ,000 .00 

Cash  14 , 747 .52 

Accounts  Receivable 33,725.05 

Railroad  Claims 120  .00 

Insurance  Premiums  -  Unexpired  Port  ion 366.08 

TOTAL $370.874.40 

LIABILITIES 

Capital  Stock   (60  shares  at  $100  each) $     6,000.00 

Mortgage   Payable    (6^) 21 ,  000 .00 

Accounts  Payable 10,147  .46 

Accrued  Pay-Roll 400  .00 

Reserve   for  Doubtful  Accounts 750.00 

Surplus    (as  per  Exhibit   "B") 332,576.94 

TOTAL $370.874.40 

Exhibit   "B"  referred  to  by  the  balance   sheet,  was  a  state- 
ment  of  income   for  eleven  months   ended  November   30,1917,    of  which 
the  following  is  the   summary: 
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Sales  -  Net $232,594.62 

Cost  of  Sales $123,901.92 

Lees  Inventories  Estimated 37,207.20   86.694.72 

Gross  Profit $145,899.90 

General  and  Administration  Expense 14,501.84 

Net  Profit $131,398.06 

Other  Income  Credits 281.20 

Gross  Income $131,679  .26 

Income  Charges 7,339  .50 

Net  Income $124,339.66 

Surplus  at  beginning  of  the  period  (adjusted  by  the 
application  of  appraised  values  as  of  November  30, 
1917) 274,300.88 

Gross  Surplus $398,640.54 

Amounts  withdrawn  in  lieu  of  salaries  and  dividends.   66.063.60 

Surplus,  November  30,  1917 $332.576.94 

The  revenue  agent  stated  that  the  difference  of 
$74,407.40,  existing  in  the  cost  of  the  goods  (as  between  the 
company's  report  and  his),  could  not  be  substantiated  by  the  res- 
pondent, as  the  closing  inventories  were  merely  estimates 
Further,  he  admitted  his  inability  to  reconcile  the  difference 
of  $223,106.67,  existing  between  the  invested  capital  claimed  by 
the  company  and  the  amount  allowed  by  him.   His  own  allowance 
was  made  up  of: 

Capital  Stock $  6,000.00 

Surplus  at  December  31, 

1916 79,824.86 

$85.824.86 
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The  Industrial  Development  Company  ascertained  that 
in  September,  1917,  the  following  statements  had  been  rendered 
by  Certified  Public  Acoountajit  0  to  a  promoter  who  had  in  mind 
tlie  sale  of  the  Perfect  Piston  Ring  Company  to  a  syndicate  of 
bankers. 

BALANCE  SHEETS  AT  JANUARY  1.  1916.  AND 
AT  AUGUST  31,  1917 


ASSETS 


Jan.  1,  1916  Aug.  31.  1917 


Land $  6 ,  000 .  00 

Building  and  Equipment 19,000.00 

Machinery,  Machine  Tools,  Shop  and 

Hand  Tools,  Patterns,  etc 64,302.21 

Office  Equipment 500.00 

Factory  Supplies  in  Reserve 10,250.00 

Inventory  of  Raw  Castings 2,500.00 

Inventory  of  Rings  in  Process 3,000.00 

Inventory  of  Finished  Rings 7,500.00 

Cash 4,341.37 

Accounts  Receivable 16,907.88 


$     6,000.00 
25,620.92 

101,780.00 
1,198.36 
27,000.00 
37,500.00 
10,000.00 
18,000.00 
10,744.88 
24.225.00 


$134.301.46        $262.069.16 


LIABILITIES 

Jan.    1.    1916  Auff.    31.    1917 

Capital  Stock $     6,000.00  $     6,000.00 

Mortgage  on  Real  Estate 21,000.00  21,000.00 

Accounts   Payable 2,496.90  3,124.28 

Surplus 104,804.56  231.944.88 

$134,301.46  $262.069.16 
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SUMMARY  STATEMENT  OF   INCOME   AND  PROFIT   AND  LOSS 
For  the  Twenty  Months   Ended  August  31,   1917 
(Supported  by  Schedules) 

Income  from  Sales $357,562.74 

Cost   of  Goods   Sold 112,802.60 

Grose  Profit  on  Sales $244,760.14 

Commercial  Expenses 11,046.42 

Commerc ial  Profit $233 , 713 .72 

Administering  and  Financing 33.473.40 

Tlet  Profit  for  the  period $200,240.32 

Withdrawn  "by  T  and  M 73,100.00 

Profit  and  Loss  Stirplus  for  the  period $127,140.32 

Previously  Reinvested. 104,804.56 

Surplus   at  August  31,   1917.... $231 » 944. 88 

Teeir  8  Months 

AVERAGES  1916  1917 

Sales  Price $.201  $.199 

Cost  of  Goods  Sold 051  .07 

Raw  Cast  Ings 013  .018 

The  Industrial  Company  ascertained  from  Accountant  0 
that  his  statements  resulted  from  inventories  taken  by  him  for 
the  purpose  of  a  rapid  survey  and  subsequent  report  to  the  pro- 
moter,  and  from  extensive   analyses  of  such  books,   records,   and 
accounts  as  the  company  possessed;   and  that,  having  established 
in  a  general  way  the  assets  and  liabilities   of  the  company  at 
August  31,   1917,  he  had,   through  his  analyses,   established  the 
probable  flneuiclal  status  at  January  1,  1915.     So  far  as  the 
year  1915  was  concerned,  he  had  done  nothing  more.     But  the  report 
of  the  revenue  agent,   referred  to   in  the  foregoing,   showed  that 


12  -  213 

the  income  for  1915  had  been  $45,968.14.   The  officers  of  the 
company  had,  dwring  1915,  withdrawn  $17,000  in  lieu  of  dividends. 

In  view  of  the  conditions  stated  in  the  foregoing,  the 
Industrial  Development  Company  (who,  as  purchaser  of  the  Perfect 
Piston  Ring  Company,  had  assumed  the  liability  for  additional 
taxes,  if  any  were  to  be  paid)  decided  to  accept  as  a  basis  the 
figures  submitted  by  Accountant  0  to  the  promoter,  in  so  far  at 
least  as  the  year  1915  wats  concerned,  and  to  attempt  to  establish 
the  invested  capital  of  the  Perfect  Piston  Ring  Company  at  Janu- 
ary 1,  1917,  and  the  true  income  for  the  year  ended  December  31, 
1917. 

The  analysis  of  the  company's  books  (such  as  they  were) 
and  of  all  available  records  and  documents  produced  the  following: 

SALES;  1916         1917 

Units: 

Wholesale 970,329     1,186,906 

Retail 63,525       106,074 

1,033,854     1,292,980 

Wholesale $181,351.96        $210,700.98 

Retail 24,774.81  40,409.32 

$206,126.77        $251,110.30 
PURCHASES; 

Piston  Ring   Citings    (Net) $  25,875.24        $  45,770.91 

Capitalizable; 

Building  and  Equipment 25,329.51  5,670.49 

Machinery  and  Parts 10,910.50  9,905.13 

Factory  Supplies    in  Reserve 7,000.00  5,250.00 

Patterns 835.16  664.84 

Office   Equipment 261.19  238.81 

$  70,211.60        $  67,500.18 
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BALANCES  AT  DECEMBER  31;  1916          1917 

Cash $  3,810.06          $  1,342.94 

Acoounte   Receivable 23,980.38            26,231.28 

Claims  Receivable 120.00 

Prepayments: 

Insurance 211.75 

Capital   Stock 6,000.00              6,000.00 

Mortgage   on  Real   Estate 21,000.00 

Creditors 5,632.08     11,688.77 

Accrued  Salaries 700.40 

WITHDRAWN  BY  OFFICERS  IN  LIEU  OF  DIVI- 
DENDS   44,604.47     43,600.00 


The  expenses  for  the  years  1916  and  1917,  were  as 
follows: 

1916  1917 

Discounts  Allowed  Customers $  3,765.84  $  3,703.40 

Interest  on  Mortgage 1,260.00  1,326.22 

Accounts  Receivable  written  off 46.48  1,855.84 

Wages 49,867.37  64,192.31 

Heat,  Light,  and  Power 3,476.97  3,600.00 

Water 112.23  152.27 

Cartage  and  Expressage  Inward ■,  909.23  1,250.00 

Repairs  to  Machinery 1,110.37  14,174.21 

Labor  Purchased  Outside 470.50  100.00 

Liability  Insurance  -  Workingmen 190.00  170.42 

Officers'  Salaries  -Manufacturing 3,418.00  5,200.00 

Miscellaneous  Factory  Expense 756.55  4,550.35 

Salaries  Shipping  and  Selling  (includ- 
ing Officers'  Salaries) 6,297.15  6,200.00 

Commissions 168.28  215.83 

Advertising 4,758.08  4,993.12 

Salaries  of  Officers  -  Administration.  3,000.00  5,200.00 

Office  Salaries 2,339.48  2,538.32 

Traveling  Expense 2,315.15  2,136.63 

Stationery  and  Printing 1,177.62  715.00 

Postaige  and  Expressage 522.99  765.00 

Telephone  and  Telegrams 382.59  475.00 

Gifts  and  Donations 490.00  121.75 

Protection  of  Buildings  and  Goods 264.37  366.37 

Miscellaneous  Expense 666.10  766.69 

Taxes  on  Personal  smd  Real  Property...  867.68  744.98 
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Income  Taxes  paid  were; 


For  1915 $321 .79 

For  1916 469  .80 

Inoome  Credlta  were;  1916  1917 

Interest  on  Bank  Balances $195.19  $331.83 

Discounts  -Creditors*   Acootmts 854.94 

The  detail  of  tlie  net  pxirohases  of  piston  ring 

castings   (whloh  were   individ\ial  castings   instead  of  pot  castings) 

was  as  follows: 

1916  1917 

A  Foundry  Company $11,381.44  $  3,930.71 

B    "       «    11,721.01   6,852.98 

C    "       "    2,772.79   1,006.94 

D    "       "    5,791.29 

E    *       "    28.188.99 

Total $25,875.24  $45,770.91 

A  diligent  search  of  files  and  other  receptacles   for 

miscellaneous  papers,  revealed  the  fact  that,   during  the  year  1917, 

under  the  direction  of  an  efficient  manager,   the   officers  of  the 

company  had  received  weekly  reports,  very  crudely  established, 

but  purporting  to  give,  weekly,  the   factory  production  of  rings 

and  the  shipments  of  finished  rings  out  of  the  factory.     When 

analyzed  and  summarized,   these  reports  produced  for  1917: 

Production: 

For   Shipment  Rings 1,546,003 

"      S  took  "        58.167 

Total 1,604,170 

Shipments; 

Wholesale   Trade  Rings 1,186,906 

Retail   Trade  "        106,074 

Total 1,292,980 
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These  reports   also   indicated  that,   in  the  year  1917, 
about  75,000  rings  had  been  scrapped  as  defective.     No   infor- 
mation was  available  for  1915  in  regard  to  this   item.     For  the 
year  1916  only  one  report  existed;    it  was  for  the  week  ended 
December  31,1916,  and  showed: 

Boring  and  Scraping  Rings 52,195 

Rough  Polishing  "      47 ,181 

Outside  Polishing  ■      36,000 

"  Finishing  "      41,046 

Milled  and  Hammered  "      24,860 

201,282 

The  corresponding  report   for  the  week  ended  December 
31,   1917,   showed: 

Rough  Outside  Grinding  Rings 19,778 

Boring  and  Scraping  "      17,769 

Milling  and  Hammering  "      42,630 

Rough  Out s ide  Finishing  "      59,169 

139,346 

The  Delaware  plant  was  said  to  be  working  under  prsic- 

tically  the   same  conditions  as  had  prevailed  at   the   Jersey  plant. 

Study  of  the   conditions  at  the  new  plant  elucidated  the   fact 

that,   of  the   rings  put    in  process  at   the  beginning  of  emy  week, 

the   following  remained  unfinished  at   the  end  of  the  week. 

Boring  ajid  Scraping lOO'^ 

Rough  Pol  ish  ing "^^^'^ 

Outside  Polishing 50?'.    . 

Outside  Finishing 33   l/3> 

Milled  and  Hammered 50^ 

Rough  Outside  Grinding lOO'^^b 

By  conferring  with  the   ex-mansLger  of  the   Jersey  plant, 
it  was  ascertained  that    in  1916  the   factory  had  been  working  at 
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a  disadvantage  during  the  first  six  months,  owing  to  improper 
management;  that  during  that  time  it  produced  no  more  than  3,000 
rings  per  day,  while  during  the  last  six  months  it  gradually  got 
to  the  point  where  it  doubled  its  original  production.   It  wets 
estimated  by  technical  experts  that,  for  the  last  six  months  of 
1916,  the  average  production  had  probably  been  5,500  rings  per 
day,  all  things  being  considered. 

An  analysis  of  bills  for  piston  ring  csistings  for  peri- 
ods of  two  months  at  the  beginning,  in  the  middle,  and  at  the  end 
of  1915,  1916,  and  1917,  showed  conclusively  that  the  individual 
castings  had  cost  an  average  of  $.013  in  1915  and  in  1916,  and 
$.0163  plus  in  1917.   Study  of  conditions  at  the  Delaware  plant, 
which  were  said  to  be  fairly  representative  of  the  ones  known  to 
have  prevailed  at  the  Jersey  plant  for  the  year  1917,  demons^.ra- 
ted  that,  in  the  aggregate,  the  cost  of  the  goods  in  process  at 
their  various  stages  represented  at  any   given  time  about  50fo  of 
the  cost  of  the  finished  goods.   As^ to  1916,  it  was  admitted 
that  the  value  of  the  goods  in  process  at  the  end  of  the  year 
could  not  be  determined  positively,  but  it  was  eissumed  that  It 
must  have  been  practically  the  aeane   as  in  1915. 

It  was  establish<^d  that  the  manufacturing  cost  of  each 
ring,  when  gauged  in  relation  to  the  conditions  surrounding  raw 
materials  and  labor  in  1915,  1916,  and  1917,  must  have  been  ap- 
proximately $.008  greater  In  1917  than  in  1916,  and  $.011  great- 
er in  1916  than  in  1915. 

The  element  of  depreciation  was  unknown,  because  the 
machinery,  hiving  been  moved  to  Delaware,  had  been  refitted  eind 
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In  some  instances  altered  to  suit  new  conditions.   It  was  intend- 
ed, however,  to  claim  approximately  $5,000  for  the  year  1917. 


REQUIRED: 


(a)  General  Balance  Sheet  of  the  Perfect  Piston  Ring  Company 
at  December  31,  1915,  December  31,  1916,  and  December 
31,  1917. 

Cb)  Statements  of  Income  and  Profit  and  Loss  of  the  company 

for  the  years  ended  December  31,  1916,  and  December  31, 
1917. 

(c)  Bases  for  ascertaining  Inventories  of  Raw  Caatings,  Rings 

in  Process,  and  Finished  Rings,  at  December  31,  1916, 
and  at  December  31,  1917. 

(d)  Computation  of  the  tax  to  be  paid  for  1917. 
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Dl8CU8elon  of  Pro'blem  No»  12 

In  order  to  state  the  problem  precisely.   It  has  been 
necessary  to  disclose   so  nruoh  of  the  reasoning  process  which  led 
the   Industrial  Development  Company  to  its  solution,  that  the 
greater  paxt  of  the  difficulties  s\irrounding  it  have  been  removed. 

Therefore,    instead  of  havine:  to  plan  ways  axid  meeuis, 
we  need  only  to  analyze   the  company's  method  of  procedure    in  es- 
tablishing inventories  so  plausible  as  to  be  accepted  by  critics 
as   fastidious  as  the  special  audit  board  of  the   Internal  Revenue 
Department  have  proved  themselves   to  be,  to  the   great  discomf it\ire 
of  80  many  claimants. 

Using  as  a  basis  the  inventories  obtained  by  Accountant 
0,the  Industrial  Development  Company  probably  reasoned  as  follows, 
for  the  year  1916: 

1.  The   inventory  value  of  the  goods   in  process  at 

January  1,  1916,  as  given  by  Accountant  0  is 
$.03  per  ring;   therefore  the   inventory  contains 
100,000  rings. 

2.  The    inventory  value  of  the   finished  rings  on  hand 

at   January  1,  1916,    is  given  at   $.05;   therefore 
the   inventory  contains  150,000  rings. 

3.  The  average  cost   of  castings  purchased  in  1915   is 

found  to  have  been  $.013  per  casting;  therefore 

the    inventory  of  raw  materials  on  hand  at 

January  1,  1916,  must  have  contained  192,308 

rings  and  1,  919,737  ring  castings  were  p\irchased 

dxiring  the  year. 
« 

4.  If  the  100,000  rings   in  process  at   January  1,   1916, 

cost  $.03  apiece,  eind  the  value  of  the  casting 
represents  $.013,  the  labor  and  overhead  value 
contained  in  the   inventorv   is   $.017,  or  $1,700. 

5.  Since,   to  the  best  of  our  knowledge,   the   Jersey 

plant  produced   in  the   average: 
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(a)  For  the  first  six  months  of  1916, 
3,000  rings  per  day,  that  is  e- 
quivalent  to  18,000  per  week, 
or  72,000  per  month,  hence 432,000 

Cb)  For  the  second  six  months  of  1916, 
5,500  per  day,  or  33,000  per 
week,  or  132,000  per  month, 
hence 792 ,000 

Therefore,  the  yearly  production  was, 

in  finished  rings 1,224,000 

6.  Since  we  know,  at  the  end  of  any  week,  the  ratio 
of  the  goods  remaining  in  process  to  the  total 
goods  put  in  process  at  the  beginning  of  the 
week,  therefore  the  number  of  rings  in  process 
at  December  31,  1916,  must  have  been: 

Boring  and  Scraping  100^ 52,195 

Rough  Polishing      100^ 47,181 

Outside  Polishing     50^ 18,000 

Outside  Finish        33  l/3^ 13,682 

Milled  and  Hammered   50^ 12,430 

Total 143,488 

Consequently,  so  far  as  units  are  concerned,  we  account 
as  follows: 

RAW  CASTINGS: 

(1)  Available   In  1916: 

Initial   Inventory 192,308 

Purchases   -  1916 1,919,737 

2,112,045 

(2)  Disposed  of  eis  follows: 

Sold 1,033,854 

Less  on  hand  at  beginning 150,000 

Manufactured  and  Sold  during  the  year 883,854 

Manufactured  and  Unsold 340,146 

Increase  of  Inventory  of  Rings  in  Process 43 , 488 

1,267,488 

(3)  Inventory,  December  31,  1916 844.557 
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RINGS  m  PROCESS: 

(1)  Available  in  1916: 

Inlt  lal  Inventory 100 ,000 

Raw  Cast  Inge  sent  to  procese 1 ,267  ,488 

1.367.488 

(2)  Dispooed  of  as  follows: 

Finished  and  Sold 883 ,854 

Finished  and  Unsold 340.146 

1,224,000 

(3)  Inventory,  December  31,1916 143  .488 

FINISHED  RIITGS: 

(1)  Available  in  1916: 

Initial   Inventory 150,000 

Produced   in  1916 1,224,000 

1,374,000 

(2)  Disposed  of  as  follows: 

Sold  in  1916 1,033,854 

(3)  Inventory,  December  31,  1916 340,146 

As  to  inventory  values: 
We  have  the  value  of: 

1.  The  Initial  inventory  of 

Raw  Mater lals $  .013 

Goods  In  Process 03 

Finished  Goods 05 

2.  The  closing  inventory  of 

Raw  Materials 013 

3.  The  closing  inventory  of 

Goods  in  Process,  esti- 
mated to  be  the  same  as 
in  1915 03. 

We  require: 

The  value  of  the  closing  Inventory 
of  finished  rings. 
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We  have  ascertained  that  the  oondltlon  of  the  material 
and  labor  market  in  1915,  1916,  and  1917  waxrants  the  belief 
that.  If  a  finished  ring  cost  $.05  In  1915,  it  probably  cost  $.05 
plus  $»011,  equals  $.061,  In  1916.  Therefore,  In  the  absence 
of  more  positive  information,  we  accept  that  value. 

The  same  reasoning,  modified  only  as  to  changes  in 
factors  as  stated  by  the  problem,  applies  to  1917. 

The  real  difficulty,  in  the  case  at  issue,  must  have 
been  to  make  a  plan  of  battle  so  thorough  as  to  ferret  out  the 
enemy,  division  after  division;  then,  from  the  elements  so  obtained 
to  reconstruct  theoretically  its  whole  original  organism. 
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COMPUTATION  OF   TAXES   -   1917 

NET   INCOME,    exclusive   of   depreciation $126,296.29 

Deduct   Depreciation  not   considered   in  statement   establish- 
ing  Income,    owing   to   conditions   surrounding   the  case, 

say,    for   1917,    roughly 5.000.00 

Income  Remainder $121,296.29 

Add   Gifts   and  Donations 121.75 

REPORTABLE    INCOME $121.4-18.04 


CAPITAL $181,579.72 

Deduction  8% $  14,526.38 

Exemption 3,000.00 

Total   Deduction $  17,526.38 

15^               $  27,236.96      $   17,526.38      $     9,710.58      20^  $   1,942.12 

5%                      9,078.99                                            9,078.99      25fb  2,269.75 

5%                     9,078.99                                            9,078.99      35fo  3,177.64 

ef>                   14,526.37                                          14,526.37      45%  6,536.86 

33  l/3fo    61,496.73 61,496.73   60fj  36,898.04 

$121,418.04   $  17,526.38   $103,891.66 $50,824.41 

INCOME  TAX  -  INCOME $121,418.04 

Less  Excess  Profits  Tax. .    50,824.41 

Balance $  70,593.63 

2fo  of   $70,593.63 $   1,411.87 

4*0   •«         70,593.63 2,823.74 

INCOME   TAX. $   4,235.61 

EXCESS   PROFITS 50,824.41 

TOTAL   TAX $55,060.02 

Previously  paid 35,448.2  7 

Additional    to  be  paid $19,611.75 


PROBLEM     N  0.   13 

ASCERTAINING  IITYESTED  CAPITAL   FROM  INCOMPLETE 
BOOKS  OF  ACCOUNT 
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PROBLEM  NO.  13 

ASCERTAINING  INYESTED  CAPITAL  FROM  INCOMPLETE 

BOOKS  OF  ACCOUNT 

Text  of  the  Problem 

In  Jeuiuaxy,  1919,  the  A  K  Z  Company  of  Providence,  R.  I., 
acquired  a  controlling  interest  in  the  M  V  Compn^y  of  Bridgeport,  Conn. 

The  M  V  Compemy,  whloh  aa  a  copartnership  had  begun  business 
in  1897,  was  incorporated  on  January  1,  1908.   Its  balance  sheet 
showed  on  that  date: 

M  V  COMPANY 
GENERAL  BALANCE  SHEET  AT  JANUARY  1,  1908 


CaLSh 

Accounts  Receivable- . . 

Bills  Receivable 

Investments  in  Stocks. 
Inventory  of  Consigned 

Goods 

Inventory  of  Partly 

Finished  Goods  aind 

of  Raw  Materials.... 

Machinery 

Shop  Tools 

Patterns 

Office  Furniture  and 

Fixtures 

Patents 

Organization  Expense. . 


$  10,634.32 

37,496.03 

711.80 

48.25 

13,754.60 


29,132.95 

15,715.00 

6,829.77 

1,500.00 

1,040.85 

24,328.01 

1,246.82 

$142,438.40 


Capital  Stock , 

Bills  Payable 

Accounts  Payable.... 

Accrued  Wages 

Reserve  for  Accounts 

Receivable 

Paid-in  Surplus 


$100,000.00 

3,300.00 

5,489.99 

765.86 

3,749.60 
29,132.95 


$142.438.40 


Subsequently  to  January  1,  1908,  but  during  the  first  year, 
a  journal  entry  wets  made  debiting  Surplus,  and  crediting  Inventory  of 
Partly  Finished  Goods  and  Raw  Materials  with  $29,132.95.   Thereafter, 
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no  inventory  of  partly  finished  goods  sind  of  raw  materlala  was  ever 
taken,  the  profits  being  figured  on  the  theory  that  everything  was 
cost,  except  goods  actually  finished  and  consigned  to  agents. 

As  of  December  31,  1918,  I  and  U,  Certified  Public  Account- 
ants, made  an  audit  of  the  books,  records,  amd  accounts  of  the  M  V 
Company,  and  in  the  course  of  their  work  took  and  priced  a  physical 
inventory  of  all  materials,  whether  finished  and  consigned,  partly 
finished,  or  raw,  and  other  physical  values.   The  balance  sheet  which 
they  submitted  was  as  follows: 

M  V  COMPANY 
GENERAL  BALANCE  SHEFT  AT  DECEMBER  31.  1918 

Machinery $  82,354.00  Capital  Stock $100,000.00 

Tools 38,486.20   Accounts  Payable 13,428.44 

Office  Furniture 2,450.00  Accrued  Waiges,  etc....     1,921.71 

Automobile 206.37  Bills  Payable 1,025.78 

Patents 29,040.22  Reserves  for  Accounts 

Patterns  and  Drawings.    7,500.00    Receivable 3,325.23 

Finished  Goods  Consign-  Reserve  for  Deprecla- 

ed 7,324.63    tlon 17,432.61 

Partly  Finished  Goods  .       Surplus 270,873.88 

and  Raw   Materials...  107,857.66 

Cash 18,461.27 

Accounts  Receivable...  62,699.29 
Investments  in  Bonds 

and  Stocks 50,685.00 

Bills  Receivable 454.  76 

Insurance  Prepaid 488.25 


$408,007.65  $408,007.65 

Compared  with  the  results  of  the  general  books,  before  ad- 
justments by  the  accountants,  the  above  balance  sheet  at  December  31, 
1918,  showed  an  increase  of  $222,199.73  in  net  assets.   This  wa^  made 
up  of  new  inventories,  never  recorded  before,  and  of  sundry  Increases 
of  inventories  eis  follows: 
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Raw  Materials $  22,568.75 

Goods  In  Process 85,288.91 

Increased  Valuation  of  Machinery 16,774.12 

Increased  Valuation  of  Toole 14,765.77 

Increased  Valuation  of  Patterns  and 

Drawings 6,000.00 

Writing  back  of  Patents  written  off 29,040.22 

Miscellaneous  Adjustments  -  Net 47.761.96 

$222,199.73 

This  difference  of  $222,199.73  was  considered  by  the 
accountants  as  applying  in  full  to  the  beginning  of  the  year  1917. 
On  this  basis,  they  established  the  tax  report  for  the  year;  but 
as  this  conflicted  with  previous  reports  of  invested  capital, 
they  divided  $222,199.73  by  9,  applied  1/9  to  each  year  back  to 
1909,  prepared  amended  tax  reports  for  previous  years,  and  sub- 
mitted tham  together  with  a  check  for  additional  taxes. 

The  Internal  Revenue  Department  returned  the  check  and, 
in  the  early  part  of  1919,  sent  agents  to  investigate.   The  agents 
reported  aa  follows: 

Invested  Capital; 

1911 $   80,909.14 

1912 90,024.34 

1913 104,368.82 

1917 122,491.69 

1918 150,017.42 

Net  Income: 

1917 $  57,082.31 

1918 127,842.15 

Additional  Taxes  to  be  paid: 

1917 $  6,150.68 

1918 71,024.71 
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The  additional  taxes  were  due  mostly  to  the  difference 
between  the  invested  capital  as  reported  by  the  eigent  on  the  one 
hand,  and  by  the  accountants  on  the  other;  still  there  were  some 
Items  considered  by  the  company  as  expense  which  the  agent  had 
disallowed.   The  propriety  of  the  disallowance  was  admitted  by  the 
company.   The  items  were: 

Additional  Salary  of  Officers,  paid  as  of 
1918  out  of  a  fund  of  securities  accumu- 
lated for  the  general  welfare  of  the  enter- 
prise    $40,000.63 

Manufacturing  Expenses,  Disallowed,  or  Capi- 
talizable: 

Rent,  1918  (paid  to  officers  who  owned 

the  plant  as  private  individuals)....   $  2,400.00 

Hardening  Room  Expense  (1918)  capital- 
izable     3,258.31 

Other  Factory  Overheaxi  Expense  (1918) 

capitalizable 3.821.09 

Total $  9,479.90 

As  to  the  difference  in  invested  capital,  the  corapsiny 
contended  that  the  findings  of  the  agent  were  devoid  of  common 
sense.   The  Revenue  Department  allowed  one  month  to  prepare  the 
case  in  rebuttal.   Therefore,  an  accountant  waa  engaiged  with  a 
mandate  of  establishing,  if  possible,  the  authoritative  invested 
capital  of  the  compsmy  for  each  and  every  year  of  the  period  from 
January  1,  1908,  to  December  31,  1918. 

The  accountant's  analysis  of  the  books,  records,  and  ac- 
counts of  the  company  produced: 


a  Y  COIIPAMT 

COBFARATIVE  STATEMZIITS  OF   IllCOaS  A.'ID  PROFIT  ASP  LOSS 

For  the  Eleven  Yeara  ended  Decamber  31,  1918 

GROSS   PROFIT  SECTIOH 
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(JROSS   PBOFTT 


1908    $        54,040.56     4.39 


1909 
1910 

1911 


49,493.42  4.02 
62,902.34  5.03 
60,012.61     4.88 


75,540.33     6.14 

1313         102,538.79     8.32 

as, 732. 58     7.04 

80,771.17     5.56 

149,832.25  12.15 

1917  185,107.55  15.10 

1918  325,037.10  26.36 


1912 


1914 
1=15 
1315 


Initial   Inventory 

Anount  f, 

t   13,754.60  7.75 

16,474.34  9.28 

16,828.06  9.48 

15,750.00  9.45 

16,765.74     9.45 

16,558.79     9.39 

17,000.00      9.58 

20,000.00  11.27 

23,823.61  13.42 

15,740.72     8.87 

3,640.15     2.06 


Amount  % 

$     9,511.21  4.75 

8,012.94  3.96 

11,869.13  5.87 

10,562.25  5.22 


Overhead 


(1) 
Available 


(2) 
Cloalne  Inventcry 


Cost 
Gooda 


of 
Sold 


Amount 


$  18,034.43  5.16 

15,311.82  4.38 

23,480.49  5.73 

26,266.01  7.52 


Amount 

$  7,568.44 
4,415.05 
5,407.55 
4,345.69 


_^ 


Amount 


5.34 
3.12 
3.82 
3.08 


11.447.66  5.66 
14,384.03  7.13 
15,375.60  7.50 
10,923.32     5.44 

22.127.67  10.94 
31,355.10  15.50 
56,438.31   27.92 


23,532.21  6.74 
27,804.70  7.95 
29,317.65  8.39 
23,610.19      5.76 

33.272.14  9.54 

42.865.15  12.29 
85,636.45  24.53 


4,616.71 
9,999.64 
11,876.27 
11,222.16 
18,216.61 
20,652.40 
43,329.88 


$  48,963.68 

44,215.16 

57,585.23 

57,923.95 

2.073.00 

F  55.850. 95 
56,362.32 
2,327.31 


5.81 
14 


Amount 


Amount 


%  16,474. 
16,828. 
16,750. 
16,765, 


34  9.63 

06  9.84 

00  9.79 

74  9.79 


7.0r 
6.38 
7.92 
12.86 
14.58 
30.58 


34.035.01 

68,847.16 

733.60 

63.113.56 

73,570.52 

807.00 

72.763.52 

65;755.67 

1  .655.00 

"64.069.67 

97,440.03 

,129.25 


k  96.310.73  11.19 
SllO;6l4.37 
902.00 


;109.712.37   12.74 
;189,644.7S  21.95 


16,658 
17,000 
"20  ,000 
23,823 
15,740 
3,640 
7,324 


,79  9.74 

,00  9 .  94 

,00  11.69 

,61  13.93 

.72  9.24 

.15  2.12 
63     4.29 


%  32,494, 
27 ,387 , 
40,835, 
39,085. 


37,376 
51,113 
52,763, 
40,266, 
80,570 
106,072 
181,720 


34  4.71 

10  3.97 

23  5.92 

21  5.57 


22  5.42 
56  7.42 
52  7 .  65 
,06  5.83 
06  11.68 
22  15.38 
16   26.35 


t  21,546.22  3.96 

22,106.32  4.08 

22,067.11  4.07 

20,927.30  3.36 


38,264.11  7.02 
51,425.23  9.47 
33,959.05  6.26 
40,505.11  7.45 
59,252.20  12.74 
80,035.34  14.72 
143,316.94  26.37 


$870,327.88 
»1, 233, 108.92     100      $177,436.01     100      $202,109.22     100      $349,131.24     100      $141,651.41      100            9,538.15     100      5171,006.04     100      $689,683.68     100      $543,425.24      100 
^860,689.72 


\1}    Credited  thereto,   for  lack  of  better  information,  the  value  of  the  machiuea  conatructed  in  the  ehopa,  and 
charged  to  property  account.     The  amount    is  really  applicable  to  material,  labor,  and  overhead.     For  detail,   see   echedula 
following.      Percentagea  are  computed  on  net   figurea. 

(2)    Inventory   ia  nothing  tjore  than  conalgned  gooda. 

NET  PROFIT  SECTIOB 


GROSS   PROF 

IT 

D  E 

BITS 

CREDITS 

NET  DEBITS 

BET  PROFIT 

Adjnlnla- 

Deductiona 

Profit  & 

(From  above 

Selling 

tiation  & 

from 

Loas 

Total 

Addltiona 

Year 

aectlon) 

Expenae 
Amount 

General 

Amount 

$  10,050.41 

- 

Inoome 

Cher  gee 
Amount 

t 

Debita 

to   Income 
Amount 
$     177.99 

Amount 
$  14,013.28 

1- 
5.11 

Amount 

* 

Amount 
$   21,545.22 

3.96 

Amount 
$   14,191.27 

$      7,532.94 

1908 

$   4,040.38 

$ 

100.48 

2.30 

1909 

22,106.32 

4.08 

2 , 7b5 . 10 

8,099.67 

997.31 

11,862.03 

283.90 

11,578.18 

4.22 

10,528.14 

3.91 

1910 

22,057.11 

4.07 

4,314.47 

9,510.17 

618.28 

14,442.92 

435.95 

14,005.95 

5.11 

3,060.15 

1911 

20,927.50 

3.66 

4,398.78 

9,081.94 

339.36 

13,820.10 

124.52 

13,695.58 

4.99 

7,232.02 

2.69 

1912 

38,264.11 

7.03 

5,573.56 

9,526.33 

64.68 

433.02 

15 , 697 . 59 

71.40 

15,625.19 

5.70 

22,637.92 

3.41 

1313 

51,425.23 

5.47 

7,300.83 

12,824.65 

171.43 

1,602.88 

21,899.99 

893.12 

a,001.37 

7.65 

30,423.36 

11.31 

1914 

33,359.06 

5.25 

6,996.35 

13,526.62 

101.42 

1,247.57 

21,871.96 

505.34 

21,365.62 

7.79 

12,603.44 

4,69 

1915 

40,505.11 

7.45 

6,163.46 

12,077.90 

61.50 

609.32 

13,912.53 

523.80 

18,388.38 

6.70 

22,115.23 

S.21 

l3l5 

69,252.20 

12.74 

7,653.15 

13,744.45 

568.18 

40.67 

22,206.45 

927.38 

21,279.08 

7.76 

47,983.12 

17.83 

1917 

80,035.34 

14.72 

8,975. Id 

15,718.29 

1,935.15 

194.13 

26,325.72 

2,404.15 

24,421.55 

8.90 

55,613.73 

1918 

143,;16.94 

25 .  35 

12,344.53 

(1)77,589.15 

9,013.04 

909.50 

99,853.37 

885.68 

98,972.69 

36.07 

44.344.25 

$543j425.24 

100 

$70,626.61 

$191,749.79 

$12,017.88 

$6,992.56 

$281,589.14 

$7,239.25 

$274,349.89 

100 

$269,075.35 

100 

ClJ    Administration  expense    lor   1^19  contains  additional    salary   of  officers  of   $40,000.63. 
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The  item  taxes,  in  the  foregoing  analysis,  contains 
federal  taxes  on  income  and  profits  as  follows: 

1917,  $741.75;  1918,  $5,285.50 

The  profits   withdrawn  by   the   two  officers    (also   owners 
of   the  stock)    in   lieu  of  dividends   had  been: 

1908 $   10,000.00 


1909 

1910. 

1911. 

1912. 

1913. 

1914, 

1915. 

1916. 

1917, 

1918. 


7,500.00 
5,500.00 
6 , 000 . 00 
10,980.00 
14,970.00 
24,970.00 
18,475.00 
24,975.00 
25,975.00 
45.194.00 

$194,539.00 


The  only  Inventories  used  for  the  purpose  of  closing 
the  books  and  ascertaining  profits  had  been  the  finished  goods 
consigned  to  agents,   a^   follows: 


January 

1,    1908 

$13,754.60 

December 

31,    1908.. 

.      16,474.34 

1909.  . 

16,828.06 

1910.  . 

16,750.00 

1911.. 

16,765.74 

1912.. 

16,658.79 

1913.  . 

17,000.00 

1914.. 

20,000.00 

1915.. 

23,823.61 

1916.  . 

15,740.72 

1917.  . 

3,640.15 

1918.. 

7,324.63 
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Other  facte  relating  to  merchandise  were: 


Net   Sales 

Purchases 

Labor 

1908 

...    $        54,040.56 

$     9,611.21 

$    18,034.43 

1909 

.  ...              49,493.42 

8,012.94 

15,311.82 

1910 

62,902.34 

11,869.13 

23,480.49 

1911 

60,012.81 

10,562.25 

26,266.01 

1912 

75,640.33 

11,447.66 

23,532.21 

1913 

102,538.79 

14,384.03 

27,804.70 

1914 

86,732.58 

15,376.60 

29,317.65 

1915 

80,771.17 

10,923.32 

23,610.19 

1916 

149,832.26 

22,127.67 

33,272.14 

1917 

186,107.56 

31,356.10 

42,865.15 

1918 

325,037.10 

56,438.31 

85,636.45 

$1,233,108.92 

$202,109.22 

$349,131.24 

The  analysis  of  such  accounts  as  the  books  of  the 
company  contained  had,  of  necessity,  been  a  cursory  one.   It  had, 
however,  brought  forth  the  fact  that,  during  the  eleven  years  of 
its  existence,  the  company  had  built  up  its  own  tools,  machines 
and  plant  equipment,  to  a  considerable  extent.   Such  attempts  as 
had  been  made  to  capitalize  the  amount  of  expenditures  pertain- 
ing to  the  construction  had  been  spasmodic  and  thoroughly  inade- 
quate.  The  question  of  Investigating  the  true  conditions  was 
decided  in  the  negative,  owing  to  the  belief  that  the  theory  of 
the  statement  to  be  presented  to  the  special  audit  board  would 
reveal  the  exact  amount. 

The  item  of  rent  $4,078.50,  stated  above  in  the  text  of 
the  problem,  was  originally  $4,800,  but  was  reduced  to  $4,078.50 
through  the  rental  received  from  a  tenant  occupying  a  small  part 
of  the  factory  floor. 
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REQUIRED: 


(a)  The   Invested   capital   of   the   company  for    the   eleven-year 

period. 

(b)  The  report   submitted  to   the  Special   Audit  Board  of    the 

Internal  Revenue  Depaxtment   in  support   of   the   company's 
contention. 
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Solution  of  Problem  No.  13 

Argument  eubmltted  to  the  Special  Audit  Board,  Internal 
Revenue  Department,  Washington,  D.  C,  in  re:  Income  and  Excess 
Profits  Taxes. 

Gentlemen: 

The  A  K  Z  Company  of  Providence,  R.  I.,  appears  in  this 
case  In  Its  capacity  a^  purchaser  of  the  controlling  interest  in 
the  stock  of  the  M  V  Company  of  Bridgeport,  Conn. ,  and  therefore 
as  the  party  responsible  for  any  additional  taxes  which  may  be 
Imposed  upon  the  latter  company. 

The  object  of  the  eirgument  is  to  comment  upon,  refute, 
and  cause  to  be  revised,  the  findings  of  the  revenue  agent  who 
had  charge  of  the  investigation  of  the  books,  records,  and  ac- 
counts of  the  M  V  Company,  for  the  purpose  of  verifying  the  accur- 
acy of  the  company's  income  tax  reports  for  the  year  ended  Deoem- 
ber  31,  1918. 
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ARGUMENT 

The  M  V  Company,  of  Bridgeport,  Conn.,  was  organized 
on  January  1,  1908,  for  the  purpose  of  taking  over  the  manufac- 
turing business  of  M  and  V,  partners. 

The  property  of  the  copartnership  when  taken  over  by 
the  corporation  weis  worth  gross  $142,4-38.40,  but  was  subject  to 
liabilities  to  outsiders  amounting  to  $9,555.85.   For  the  net 
assets  of  $132,882.55,  the  company  issued  stock  in  the  amount  of 
$100,000;  this  produced  a  paid-in  surplus  of  $32,882.55,  which 
consisted  of  $3,749.60  set  aside  for  possible  losses  of  accounts 
receivable,  and  $29,132.95  carried  as  paid-in  surplus. 

During  the  year  1908,  the  paid-in  surplus  referred  to 
above  was  written  off,  at  the  expense  of  the  asset  account  Goods 
in  Process  and  Raw  Materials  ($29,132.95).   This  was  done  in 
pursuance  of  a  policy,  adopted  at  the  time,  in  virtue  of  which 
profits  were  to  be  computed  without  consideration  of  inventories, 
other  than  the  inventory  of  goods  finished  and  consigned  to  agents, 

This  policy  was  carried  consistently  down  to  the  end  of 
1918,  when  its  disastrous  effect  upon  the  Invested  capital  exemp- 
tion for  tax  purposes  became  apparent.   Therefore,  at  the  end  of 
1918,  accountants  were  engaged  to  take,  value,  price,  and  record 
Inventories  of  all  the  physical  values  of  the  plant- 
As  a  result  of  the  work  of  the  accountsints ,  the  follow- 
ing values  were  obtained,  which  we  compare  here  with  the  original 
values  acquired  by  the  company,  in  order  to  make  the  comparison 
serve  as  a  basis  for  oui  argument. 


13  -  241 


THE  M  V  COMPANY.  BRIDGEPORT.  CONN. 

COMPARATIVE  GENERAL  BALANCE  SHEETS 

At  January  1.  1908.  and  at  December  31,  1918 

ASSETS  Jan. 1.1908  Deo. 31. 1918    Increases  Decreases 

Machinery $15,715.00  $82,354.00  $66,639.00   $ 

Tools 6,829.77  38,486.20    31,656.43 

Office  Furniture 1,040.85  2,450.00     1,409.15 

Automobile 206.37  206.37 

Patents 24,328.01  29,040.22     4,712.21 

Patterns  and  Drawings.  1,500.00  7,500.00     6,000.00 
Finished  Goods  Con- 
signed   13,754.60  7,324.63                6,429.97 

Partly  Finished  Goods 

and  Raw  Materials. . .  29,132.95  107,857.66    78,724.71 

Cash 10,634.32  18,461.27     7,826.95 

Accounts  Receivable...  37,496.03  62,699.29    25,203.26 

Bills  Receivable 711.80  454.76                 257.04 

Investments  in  Stocks 

and  Bonds 48.25  50,685.00    50,636.75 

Prepaid  Insurance 488.25  488.25 

Organization  Expense.  .  1.246.82 1,246.82 

Total $142,438.40  $408,007.65   $273,503.08   $7,933.83 

LIABILITIES  Jan. 1.1908  Dec. 31. 1918  Decreases    Increases 

Capital  Stock $100,000.00  $100,000.00  $         $ 

Bills  Payable 3,300.00  1,025.78   2,274.2c: 

Accounts  Payable 5,489.99  13,428.44               7,938.45 

Accrued  Wages,  etc....  765.86  1,921.71               1,155.85 
Reserve  for  Accounts 

Receivable 3,749.60  3,325.23     424.37 

Reserve  for  Deprecia- 
tion   17,432.61  17,432.61 

Surplus 29.132.95   270.873.88 241.740.93 

Total $142,438.40  $408,007.65   $2,698.59   $268,267.84 
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Therefore,    as  between   the   two  periods,    January  1,    1908, 
amd  December  31,    1918,    the  net   reinvested  wealth  of    the  M  V  Com- 
pany has   Increased: 

Increase   of   Assets $273,503.08 

Decrease   of   Liabilities    to  Outsiders,.  2,274.22 

$275,777.30 

Decreause  of  Assets $7,933.83 

Increase  of  Liabilities  to  Outsiders 9,094.30    17,028.13 

Gross  Increase  of  Invested  Wealth $258,749.17 

Deduc t  Reserve  for  Depreciation 17.432.61 

Net  Increase  of  Invested  Wealth $241,316.56 

The  net  difference  in  invested  values,  as  between  the 
balance  sheet  submitted  by  the  accountauits  at  Tecember  31,  1918 
(as  given  in  the  foregoing),  and  the  results  shown  by  the  books 
of  account  before  adjustments  were  made  by  the  accountamts,  wais 
$222,199.73.   This  difference  axose  from  the  newly  reoordea  in- 
ventories (raw  materials  $22,568.75;  goods  in  process  $85,288.91; 
total  $107,857.66);  from  the  increased  valuation  of  machinery 
$16,774.12,  tools  $14,765.77,  patterns  and  drawings  $6,000;  from 
the  writing  back  of  patents  $29,040.22,  which  had  been  written 
off  during  the  eleven-year  period;  and  from  a  quantity  of  other 
adjustments  of  physical  values  amounting,  net,  to  $47,761.96. 

Considering  the  above  difference  in  the  light  of  its 
effect  upon  the  Invested  capital  of  previous  periods,  the  ac- 
countants assumed  that  the  Increase  of  wealth  which  it  represent- 
ed had  all  been  accumulated  as  of  January  1,  1918.   Therefore, 
they  considered  it  as  capital  invested  for  the  taxable  yeai ,  and 
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established  the  income  tax  report  accordingly.   But,  as  this 
affected  materially  the  reports  rendered  by  the  company  In  previ- 
ous years,  the  accountants  divided  $222,199.73  by  9,  and  assigned 
to  each  and  every  year  between  January  1,  1909,  and  January  I, 
1913,  an  increase  of  invested  capital  equivalent  to  1/9 th  of  the 
stated  sum.   As  a  logical  consequence,  they  revised  all  previous 
reports,  and  sent  a  check  to  the  Internal  Revenue  Department  to 
cover  additional  taxes  on  unreported  earnings. 

That  the  method  used  by  the  accountants  was  manifestly 
unfair,  inadequate,  and  unscientific,  is  evidenced  by  the  fact 
that  the  check  was  returned,  and,  further,  by  the  comflete  disre- 
gard of  the  figures  established  by  the  acoountsmta  for  I^IS  and 
for  previous  years,  on  the  part  of  the  revenue  ayent  whose  report 
has  caused  the  revision  of  the  H   V  Compatny's  taxes  and  the  centa- 
tive  assessment  of  $77,]85.39. 

Therefore,  we  beg  to  be  permitted  to  ignore  all  previ- 
ous reports  and  adjustments  thereof,  and,  reverting  tn  the  first 
part  of  this  argument,  state  our  case  as  if  it  were  entirely  new 
and  unaffected  by  past  errors. 

Basing  our  contention  upon  immutable  principles  of  ac- 
counting, we  submit  that,  as  between  two  periods: 
The  difference  between: 

1.  Increases  of  assets  and  decreases  of  liabilities 

2.  Decreases  of  assets  and  Increaser.  of  liabilities 

Equal  profits,  provided: 
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1.  There  has  been  no  Increase  of  capital  through 

new  contributions;  if  there  has  been  an  in- 
crease of  capital,  the  difference  between  in- 
creases and  decreases,  minus  the  new  capital, 
represents  profits. 

2.  There  has  been  no  withdrawal  of  capital;  If 

there  has  been  a  withdrawal,  the  difference 
between  increases  and  decresises,  plus  with- 
drawals, represents  profits. 

Therefore,  we  state  that  the  profits  made  by  the  U  V 

Company  between  January  1,  1908,  and  December  31,  19ib,  have  been 

the  s\im  of: 

1.  Profits  reinvested,  as  evidenced  by  the  increase 

of  net  wealth  resulting  from  the  opposition  of 
the  balamce  sheets  at  January  1,  1908,  and  at 
December  31,  1918. 

2.  All  profits  withdrawn  in  lieu  of  dividends  by  the 

officers  of  the  company  who,  in  this  case  were 
the  owners  of  the  capital  stock,  whether  such 
withdrawals  have  been  in  the  form  of  dividends 
in  the  strict  sense  of  the  term,  or  in  the  form 
of  additional  salaries  paid  to  the  officers  at 
the  eleventh  hour  out  of  accumulated  profits, 
and  rejected  by  the  revenue  agent  as  deductible 
expense. 

The  detail  of  the  above  group  is  as  follows: 

1.  Increase  of  net  wealth,  ats  per  balance  sheets  els 

given  previously  In  the  text  of  this  argxment..  $241,316.56 

2.  Drawings  by  officers: 

(a)    In  lieu  of  dividends: 

1908 $10,000.00 

1909 7,500.00 

1910 5,500.00 

1911 6,000.00 

1912 10,980.00 

1913 14,970.00 

1914 24,970.00 

1915 18,475.00 

1916 24,975.00 

1917 25,975.00 

1918 45.194.00      $194,539.00 
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(b)  Under  form  of  additional 
salaries,  disallowed  as 
an  expense 40.000.63 

Total    (a)    and    (b) 234.539.63 

Total  profits   for   eleven  yeajs $475,856.19 

Our  plan  is   as   follows: 

1.  Find  8Ln   equitable  basis    for   the  distribution  of 

the  profits   over    the   eleven-year  period. 

2.  Distribute   the  profits   according   to   the  basis 

adopted. 

3.  To  the  profits  so  distributed,  add  recoverable  ex- 

pense, other  than  cost,  and  obtain  true  gross 
profits. 

4.  Using  the  known  gross  profits  as  a  basis,  obtain 

the  cost  of  the  goods  sold,  and  therefrom  the 
closing  inventories  of  raw  materials  and  goods 
in  process  for  each  year  of  the  eleven-year 
period. 

5.  Apply  commercial,  administrative,  and  other  ex- 

penses to  gross  profits,  suid  obtain  net  profits. 

6.  Deduct  dividends  from  net  profits,  and  obtain  the 

part  of  reinvested  capital  represented  by  rein- 
vested surplus,  subject  to  reserves  the  cost  of 
which  has  been  allowed. 

To  carry  out  our  plan,  we  will  first  attempt  to  obtain 
a  series  of  possible  baises  for  distribution  of  profits. 

Using  the  results  of  the  books  of  accounts  before  the 
recording  therein  of  any  of  the  adjustments  maxie  by  the  account- 
ants in  1918,  we  are  in  a  position  to  gather  facts  in  such  a 
manner  as  to  make  them  subject  to  the  application  of  percentages 
of  each  factor,  for  each  period,  to  the  total  of  similar  factors 
for  the  whole  period.   Therefore,  we  submit  the  following  exhibit: 


Year 


1908 
1909 
1910 
1911 


1912 
1915 
1314 
1515 
1916 
1S17 
1918 


chars 

lollo 


U   V  COMPAlTf 

COHPAR.'lTI VE   STATEUEItTS  OF   IHCO'JS   A.'m   PROFIT  AUD  LOSS 
For    the  Eleven  Years  endad  Desamber   31,   1918 

GROSS   PROFIT  SECTION 


13-   ?.4h 


SALES 

Net   Sales 

Amount 

f. 

GROSS   PBCTTT 


(1)  (2)  Cost  of 

Initial   Inventory  Purohaeea  Labor OverbeaA Available  Cloalng  Inventcry         Gooda  Sold 

Anount  ^;  Amount  jb Amount  ^  Amount  Jb  Amount  ^  Amount  f,  Amount 


1X8    $        54,040.56     4.39    $13,754.60     7.75    $      9,611.21     4.75    $18,034.43     5.16    $      7,568.44      5.34    $48,968.68  5.81     $16,474.34  9.63  $32,494.34  4.71  4   21    54B  !>J  3   9S 

1909  49,493.42     4.02         15,474.34     9.28           8,012.94     3.96        15,311.82     4.38           4,416.06     3.12         44,215.16  5.14        15,828.06  9.84  271387.10  3'97  22   lolsl  406 

1910  62,902.34     5.03         16,628.06     9.48         11,869.13     5.87         23,480.49     6.73           5,407.55     3.82         57,585.23  6.59        16,750.00  9.79  40,835.23  5.92  22'o67'll  4*07 

1911  60,012.81     4.88         15,750.00     9.45         10,552.25     5.22         26,266.01      7.52           4,345.69     3.08         57,923.95  16,765.74  9.79  39,085.21  5.67  2o'927'aO  3  86 

2.073.00  * 


$   55,850.95     6.49 
6.74  4,616.71      3.26    $  T"        


1912  75,640.33     6.14         16,765.74     9.45         11,447.66     5.66        23,532.21      6.74  4,616.71      3.26    $  56,362.32  16,658.79     9.74        37,376.22     5.42        38   264   11      7   02 

2.327.31  * 

$  54.035.01      6.28 
ini  102,538.79     8.32         16,658.79     9.39         14,384.03     7.13         27,804.70      7.96  9,999.64     7.06    $   68,847.16  17,000.00      9.94         51,113.56     7.42        51    425   23     9.47 

733.60  ' 

$    68.113.56     7 . 91        . 
1914  36,732.58     7.04         17,000.00     9.58         15,376.60     7.90         29,317.65     8.39        11,876.27      8.38    $    73,570.52  20,000.00   11.69        52,763.52     7.65        33   969.06     6.26 

g)7.00 
$  72.763.52     8. 4.; 
1-15  80,771.17      5.56         20,000.00  11.27         10,923.32     5.44         23,610.19      6.76        11,222.16      7.92    i   65,755.57  £3,823.61   13.93        40,266.06     5.83        40    505   11      7.45 

1 .666.00 

i  64ioe9.a7    7.44 

1316  149,632.26  12.13         23,823.6113.42         22,127.67   10.94         33,272.14      9.54        18,216.6112.86    i  97,440.03  15,740.72      9.24        80,570.06  11.68        69.202.20   12.74 

1,129.25 


i    96.310.78  11.19 
4.58   JllC         "    "" 


1S17  166,107.56  15.10         15,740.72     8.87         31,356.10   15.50         42,855.15   12.29         20,652.40   14.58   Jll0,514.37  3,640.15      2.12      106,072.22  15.38        80.035.34   14.72 

902.00 
$109.712.37  12.74 
1913  325,037.10  26.36  3,640.15      2.06        56,438.31    27.92         85,535.45   24.53        43,329.88   30.5B    $189,044.79   21.95  7,324.63      4.29      181,720.16   25.35     143,316.9*   26.37 

$870,327.88 
$1,233,106.92     100       $177,436.01     100       $202,109.22     100      $349,131.24     100       $141,651.41      100             9,638.16      100       3171,006.04      100      $569,683.68     100      $543,425.24      lOO 
$860,569.72 

\.l)    Credited  thereto,   for  lack  of  better  Information,  the  value  of  the  machlnee  conatruoted  tn  the  ahopa,  and 
charged  to  property  account.     The  amount    ia  really  applicable  to  material,  labor,  and  overhead.     For  detail,   eee  achedula 
followlnfi.      Percentagea  are  computed  on  net   figuree. 

(2)    Inventory   la  nothing  rjore  than  conalgned  gooda. 

»ET  PROFIT  3ECII01I 


GROSS   PROFIT 

DEBITS 

CBEDITS 

NET  DEBITS 

HET  PEDFIT 

Adminlo- 

Deduotlona 

Profit  & 

(From  above 

Selling 

tiation  & 

fron 

LOQB 

Total 

Addltlona 

Year 

aectionj 

Expenae 
Amount 

General 

Amount 

$  10,050.41 

Inoome 

Char  see 
Amount 

$ 

Debita 

to  Income 
Amount 
$     177.99 

Amount 
$  14,013.28 

5.11 

Amount 

< 

*»°unt 

$   21,545.22 

3.96 

Amount 

$      7,532.94 

1906 

$  4.040.38 

$       100.48 

$   14,191.27 

2.80 

1909 

22,106.32 

4.08 

2,765.10 

8,099.67 

997.31 

11,862.08 

283.90 

11,578.18 

4.22 

10,528.14 

3.91 

1910 

22,057.11 

4.07 

4,314.47 

9,510.17 

618.28 

14,442.92 

435.96 

14,006.96 

5.11 

8,060.15 

3.00 

1911 

20,927.50 

3.86 

4,398.78 

9,081.94 

339.38 

13,820.10 

124.52 

13,695.58 

4.99 

7,232.02 

2.69 

1912 

38,264.11 

7.03 

5,673.56 

9,526.33 

64.68 

433.02 

15,697.59 

71.40 

15,626.19 

5.70 

22,637.92 

S.41 

1313 

51,425.23 

9.47 

7,300.83 

12,824.65 

171.43 

1,602.83 

21,899.99 

898.12 

21,001.87 

7.65 

30,423.36 

11.31 

1914 

33, =59.06 

6.26 

5,996.35 

13,526.62 

101.42 

1,247.57 

21,871.95 

506.34 

21,365.62 

7.79 

12,603.44 

4.69 

1915 

40,505.11 

7.45 

6,163.45 

12,077.90 

61.50 

609.82 

18,912.68 

523.80 

18,388.88 

6.70 

22,115.23 

0.21 

lil5 

£9,252.20 

12.74 

7,853.15 

13,744.46 

558.16 

40.67 

22,206.45 

927.38 

21,279.08 

7.76 

47,983.12 

17.83 

1917 

60,035.34 

14.72 

8,978.13 

15,713.29 

1,935.15 

194.13 

25,825.72 

2,404.15 

24,421.56 

8.90 

55,613.78 

20.67 

1918 

143,cl6.94 

25.36 

12,344.33 

(1)77,589.15 

9,013.04 

909.60 

99,858.37 

685.68 

98,972.69 

36.07 

44,344.25 

15.46 

$543,425.24 

100 

$70,828.81 

$191,749.79 

$12,017.88 

$6,992.66 

$281,589.14 

$7,239.25 

$274,349.89 

100 

$269 ,075. .35 

100 

(Ij    Adminlatrat ion  ex^enjc    lor   I^IS  containa  additional    aalaxy   of  officers  of  $40,000.63. 
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Considering  the  foregoing  bases  in  regard  to  their 
probable  value,  we  believe  that: 

1.  The  basis  of  percentages  of  the  component  part 

of  a  cost  obtained  without  reference  to  initial 
or  closing  inventories  of  working  assets  is 
meaningless. 

2.  ^e  basis  of  the  percentages  of  cost  of  selling, 

administering,  financing,  etc.,  is  worthless. 

3.  The  basis  of  the  percentages  of  net  profits  ig- 

nores too  many  elements  of  cost  recovered  to 
give  even  a  surface  indication  of  the  truth. 

4.  The  average  percentage  of  percentages  is  mislead- 

ing because  it  combines  all  issues. 

Therefore,  we  have  adopted  the  basis  of  net  yearly 
sales  to  the  total  sales  of  the  whole  period;  we  have  done  this 
with  full  realization  of  the  fact  that  it  is  probably  the  least 
favorable  to  our  case. 

Having  selected  a  basis  for  the  distribution  of  prof- 
its, we  will  now  distribute,  on  the  basis  of  the  net  sales,  the 
following  gross  profits: 

(1)  Net  increase  of  wealth  as  shown  by  the  opposi- 

tion of  the  balance  sheets  at  January  1,  1908, 

and  at  December  31,  1918  (depreciated  book 

values ) $241 ,  315 .  56 

(2)  Drawings  by  officers  in  lieu  of  dividends 194,539.00 

(3)  Additional  salaries  of  officers,  paid  out  of 

surplus,  disallowed  by  internal  revenue  aigent.    40.000.63 

Total  Profits $475,856.19 
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(4)  Commercial  and  other  expenses  recoverable  through 
sales  price  (as  per  statement  submitted  in  the 
foregoing) : 

Selling  Expense $  70,828.81 

Administration 191,749.79 

Deductions  from  Income 12,01"' -f^^ 

Profit  and  Loss  Charges 6,992.66 

$281,589.14 

Additions  to  Income,  after  de- 
duction of  the  machinery  de- 
ducted from  cost 7.239.25   274.349.89 

$750,206.08 

Having  distributed  the  foregoing  sum  on  the  basis  of 
the  net  sales,  we  submit,  attached  hereto,  an  exhibit  showing 
eleven  statements  of  income,  from  January  1,  1908,  to  December  31, 
1918,  with  all  initial  and  closing  inventories  of  raw  materials 
and  goods  in  process  (combined)  reconstituted,  with  the  exception 
of  the  initial  inventory  at  January  1,  1908,  and  the  closing  in- 
ventory at  December  31,  1918. 

In  working  out  the  exhibit  referred  to,  we  have  ascer- 
tained that  dxiring  the  eleven-year  period  the  M  V  Company  in- 
curred $80,051.01  of  capital  expenditures,  which.  In  accordance 
with  the  system  of  accounts  in  vogue  in  its  accounting  depart- 
ment, were  only  capitalized  to  a  negligible  extent.   The  amount 
represents,  in  fact,  the  excess  of  expenditures,  as  reflected  by 
the  books,  over  the  recoverable  cost  of  manufacture  required  to 
arrive  at  the  closing  Inventory  of  raw  materials  and  goods  in 
process,  taken  and  priced  by  certified  public  accountsints  as  at 
December  31,  1918. 
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During  the  course  of  our  examination  of  the  books, 
records,  and  accounts  of  the  M  V  Company  for  the  purpose  of  this 
argument,  we  ascertained  that  the  company  had  built  up  for  its 
own  account  a  quantity  of  machinery,  shop  and  hand  tools,  and 
factory  equipment  in  general,  which  had  never  been  credited  to 
cost  and  capitalized,  with  the  exception  of  a  few  items,  amount- 
ing approximately  to  $10,000.   As  we  had  no  knowledge  of  the 
amount  of  material,  labor,  and  overhead  that  this  capitalizable 
expenditure  represented,  we  did  not  attempt  to  estimate  it,  re- 
lying upon  the  fact  that,  if  we  were  to  apply  theory  of  accounts 
in  the  establishment  of  the  inventories  for  the  eleven-year 
period  upon  the  basis  of  two  positive  elements,  the  opening  and 
the  closing  inventories,  we  would  have  to  face  the  true  figure 
sought. 

Applying  to  the  capitalizable  expense  the  same  percent- 
age basis  as  we  applied  to  profits  (percentage  of  net  sales,  for 
laujk  of  a  more  positive  basis),  we  have  deducted  the  said  ex- 
pense from  the  elements  of  cost  of  manufaxiture. 

As  to  the  expenses  of  the  year  1918  (other  than  addi- 
tional salaries),  which  have  been  included  in  manufacturing  cost 
by  the  company,  and  which  have  been  disallowed  by  the  revenue 
agent  because  they  were  capitalizable,  we  have  deducted  them  in 
arriving  at  the  cost  of  the  goods  sold.   These  expenses  are: 

(1)  Additional  Rent,  1918,  paid  to  officers, 

owners  of  the  building $2,400.00 

(2)  Hardening  Room  Expense,  1918 3,258.81 

(3)  Other  Factory  Overhead  Expense,  1918 3 , 82 1 . 09 

$9,479.90 
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In  computing  the  gross  profit  for  the  eleven-year 
period,  we  have  added  to   the  balanoe  sheet  differences,  I.e., 
$241,316.56,  and  to  the  profits  withdrawn.  I.e.,  $234,539.63, 
all  recoverable  expenses,  whether  allowable  as  deductions  or  not. 
But  when  returning  to  the  gross  profits,  we  have  excluded  as  re- 
covered expense: 

Donations  and  Charities  not  allowed $  2,135.50 

Federal  Income  Taxes      "     "    6,027.25 

Additional  Salaries       "     "    40,000.63 

$48,163.38 

Coming  down  to  the  structure  of  the  exhibit,  it  is  made 
up  as  follows: 

1.  The  gross  profits  (obtained  as  stated  above) 
deducted  from  the  net  sales,  produces: 

The  Cost  of  Ck)ods  Sold 

2.  The  cost  of  goods  sold,  added  to  the  closing  in- 
ventory of  finished  goods  consigned,  produces: 

The  Cost  of  Finished  Goods  Available  for  Sale 

3.  The  initial  Inventory  of  finished  goods,  deducted 
from  the  amount  available  for  sale,  produces: 

The  Cost  of  Goods  Manufactured 

As  the  proposition  is  now  to  find  the  closing  Inventory 

of  raw  materials  and  goods  in  process,  we  return  to  the  top  of 

the  exhibit,  under  the  ception  "Remainder,"  and  we  find  that: 

4.  The  cost  of  the  elements  referred  to  as  "Available 
for  Manufacturing,"  less  the  cost  of  goods  manu- 
factured (see  3  above),  produces: 

The  Closing  Inventory  of  Raw  Materials  and 
Goods  in  Process 

5.  The  closing  Inventory  of  each  period  is  the  Initial 
Inventory  of  each  subsequent  period. 
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Believing  that  we  have  sufficiently  expressed  our 
method  of  obtaining  results,  we  submit: 

1.  Statement  of  Income  and  Profit  and  Loss  for 

eleven  years,  showing  reconstructed  inven- 
tories and  reinvested  surplus. 

2.  Schedule  supporting  the  items  "Overhead"  and 

Recoverable  Expense"  used  in  the  prepara- 
tion of  the  statements. 
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DIVIDEKDg 
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y.   V  COllPAKY 

£TATE^:.T  OF  ii:ro"E  a:;d  profit  ai.p  loss 

For  the  Elever.-Year  Feiiod  Ended  DeceiLber  31,  I^IS 
SHOfflKG   RECONSTITUTED   IiarZi.'TORIES  At.ll  REII.-VFSTET  SURPLUS 


190B  1909  1210  1911  1912  ^913  1914  1915  1916  ^911  191  a  r^til 

g"  ^*^gS S54.C40.56    SA9,403.45   Seg.gpg..^    SeO.Clg.ei    ;   75.640.33   $102.536.79   $   S6.73g.!iB  $   eo. 771.17    tl49.B3£.g6  $166.107.56  ?3£5.0o7.10   $1.255.108.9; 


COST   OF  GOOgS  SOLD; 


PurctascB t  9. ell. 21    $   6,012.94   $11,369.15    $10,562.25    (   11,447.6S   $   14,584.03    $  15,576.60    $  10,923.32   $  22,127.67    i  31   3S6  in   «   ^a  i-c  •.,    j      in,   ,„,   „ 

■-•XOI----; ; 18,034.43     15,311.82      25,480.49      26,266.01        25,532.21        27   «)4. 70        29   517.65        £3  610.19        55  272  14        42865'5?   ^'-t^^J   '      ?2?'2?-ff 

0»»rhe=d    (aee   GOhedula) 7,566.44 4,416.06        5,407.55        4,545.69  4,616.71  9:999.64        11:876.27        li:222.16       1^:216.61        U'etl'.^        fi'.lll'.ts  iJlleSJ:!? 

$55,214.06   $27,740.82   $40.757.17    .Ml, 173. 95   $   59.596.56   $   52.1B6.57    $  56,570.52    $  45,755.67    $  73,61.:.42   $   94,673.65    nB5.404.64   S     692.691.87 
Deductlcne: 

(a)  1918  li:xi;ei]see  Disallowed, 

or  Capitalizable, 
according  to  revenue 
ager.t    (aee  text  of  argu- 

""•" '  J  $  $  $  $  $  $  $  $  $     9,479.50$  9.47S.90 

(b)  Otter  CspltalliBtle  Ex- 

pB.-:aee    (see  text) 3.514.24 5.218.0;        4.025.57        5.906.49  4.915.14  6,660.25  5,655.60  5,251.29  9,734.21        12,087.70        21.101.46  30,051.01 

Total    ^eductlono $   5,514.24    $  5,216.06    $  4,026.57    S   5.906.49   $     4,915.14    $     6,65C.25    S     5,635.60   $      5,251.29   $     9,754.21    $   12,067.70    $  50.581.56   S        89.530.91 

Secalnder $31,699.84  $24,522.76    $56,730.60  537,267.46   $  34,681.44   $  45,528.12   $  50,934.92  $  40. 504. 58  $   65,882.21    $   62, 786. =5   S154   62'   ?e   $     foi  3M1   06 

Ir.ltlal    Inver.tcry,  Rav.  liaterial,  ,'«.,.-^  »is«,cc...fe  1     cwj,oeu.»o 

and   ioode   ;r   Process 29,152.95  5e,97;.B5     44,559.06  56,207.69        70,564.15        74.556.26        77,597.46  95,665.71        99.118.65      100. 51^.87     104,463.42          788.576.4:- 

Cl"l!'"lr.vertSv""Bl«"fateriii    *^'^^^'''-  S". ■'58.61    $81,089.66  $93,475.35    $105,045.59    $119,684.38   $126,532.40  $134,170.09   $163,001.06    $185,102.82   S25'.',3C6.70    $1,591,;  ;9. 45 

ar.d   SoodB   Ir.   Proirese '   56.975.85  44,359.06     56,207.69  70.554.15        74.556.26        77,557.46        93,665.71  99.118.85     100.516.67      104.465.42     107,857.66          6S7,3C5.fO 

Cost   cf   Goods  Uarufactured $21,856.94  $19,159.55   $24,681.77  $25,111.20    $  50,689.33  $42,286.90    $  34,866.69  $   35,051.24   $  62,684.19   $   78,619.40   $151,445.04    $     524,636.25 

r,"?°5'/?"°''^''"*':;':;"i 13,754.60   16,474.34  i6,62e.o6   i6,7so.oo     16,765.74    16.656.79    17,000.00     20,000.00     23,825.61     15,740.72      3.640.15      177456.01 

Finished  Gooas  available  for — ^-= '^^^  i ,  i  ,.*.,!.  .\,a 

Cl?Jlr.''inveiti'"Fiii8hed'""  *'^^-^'^-''^    $35,613.89   $41,709.83    $39,861.20   $  47,455.07    $  58,945.69    $  51,866.69   $  55,051.24   $  86,507.80    $  94,560.12  $155,089.19   S     702,072.26 

Goods   Conslsned'. 16.474.54      16.626.06     16.750.00      16.765.74        16.656.79        17.000.00        20,000.00        25,825.61        15,740.72          5.640.15          7.524.65          171.006.04 

Cost  of  Goods   Sold $19.137.20    $18,785.65    $24,959.83    $23.095.46   $  30.796.26   $  41,945.69   $  31,866.69   t  31.227.63   $   70.7  .7.06   $   90,719.97   $147,7.4.5,-   {     551.066. r2 

GRCSS  PROFIT: 

[a)  Apportionment  of  Profits 

(see   text   of  argUEer.t) . . .    $20,690.06    $19,129.41    $25,955.55    $25,221.77    $   29,217.66   $  59,5V1.23   $   55,500.27    t   51,215.16   $  57,664.10   $  71,864.26  $125,456.46    $     475,550.19 

(b)  Expenses  Recoverable    (see 

schedule) 14.013.28     11.578.18     14,006.96     13,695.58        15,626.19        21.001.87        21,565.62        16,386.68        21,279.08        24,421.56        98.97£.6°  274,349.69 

^"«i $34,905.36  $30,707.59   $57, 942. ,11    $56,917.55   $  44,844.05   $    60,595.10    $  54,865.69   $  49,605.04   $  79,145.18   $   96,275.84    $224,406.17   $      750,206.08 

Deduct  ior.B  .    (Taxes,   Charities, 
Additional  Salaries,    not 
aliened) 61.50 7  6.00 868.25       47.135.63  48.163.56 

Balance   Grooe  Profit $54,905.56   $30,707.59    $57,942.51    $56,917.55    $   44,644.05    $   50,595.10    $   54,865.89    $  49,545.54   $  79,055.18    $  95,387.59  $177,272.54   $     702,042.70 

E»PEBSE8  OF  SgLIiCC.   jmilKlSIRATIOli! 

Portion  ailonabls  as  deductions 

under    the  la» 14.015.28      11,576.18     14,006.96     13,695.58        15.626.19        21.001.87        a. 565. 62        16,527.38        21,201.08        23,553.31        51.637.06  226,166.51 

i!?,!.^''?''^^ $20,890.08   $19,129.41    $23,955.55    $25,221.77    S  29,217.86   $  39,591.25   $  53,500.27   $   31,216.16   $   57,664.10    $   71,654.28    $125,435.46  S     475,656.19 

PlViDt..Do   Aim   SALARIES  AS  DIVI...      10.296.30        9. 426. 49     11,797.34      11.445.53        14.400.73        19.513.70        16,511.59        15,385.60        28,520.02        35,415.46        61,624.65  254.539.63 

REIIlVESTn:   n!:?.PI.II5 $10.593.78    $   9,700.92   $12, 156.21    $11,776.24    $  14.817.15   $  20.077.53  $  16,988.66   $   15,850.56   $  29,544.06  $    35,43e.fO    $   55,610.83   $     241.315.56 

Percentage  of  Coat   of  Goods  Gold 

to   gales 55.41  57.96  59.68  56.72  40.71  40.91  36.74  38.66  47.25  4^.75  45.46  43.06 

Percentage  of  Groee  Profit  to 

Sales 64.59  62.04  60.52  51.52  59.29  59.09  65.26  61.54  52.77  51.25  54.54  56.95 
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U  V  COMPAiff 

SCHEDULE  SUPP0RTIU3  THe:  QY^KJEAa  COST  OF  IJAjrjFAC'ro'RE 

A:1D   the  EXPEiioSS   aCCv^RABLE   IHROUSH  SALE  PRICE 

For  the  Eleven-Year  Period  Ended  December  31,   ljl3' 


1908 


1909 


1910 


1511 


1912 


191j 


1914 


1915 


1916 


1917 


1918 


FACTOHlf  EXPEMSES; 

Factor/   Supplies  and  Expenaee $  1,581.90    $  1,941.54   $  2,533.11   $  1,773.00   $  1^946.31    $  3,001.93   S  3,323.32   S  3,04B.53   $  4,157.34  $  4,555.33  }ii    896   74 

Repairs   to  Uaciiinery  and  Toola 1,013.32              65.44            238.28              83.39              21.??'              20. GO                                   110.57            115.43           734  40  l'22l'oO 

Freight  and  Expreasage    Insrard 1,034.80             583.63             951.41             820.55            921.48        1,:73.00        1,557.7S        1,261.77        1.435.21        2,15l!32  2'349'69 

Depreciation  of  :;achinery   andToola..,.  2,563,05                                                                                                     3,737.57       3,920.05       4,216.30       9,759.84       8  103*51  13'll3'70 

Hem    of  Factory 1,200.00        1,200.00       1,303.27       1,218.00       1,200.00       1,200.00       1,800.00       2,400.00       2,400.00       2,400  00  4'o78'50    iNet) 

Insurance  of  Machinery,   etc 150.37            525.45            381.48            450.77           527.02            360.48           664.64            182.99            301.60           490.96  '44573 

Belting  Deatroyed 525.96  883!56 

Wipera  and  '.Taohing  tixpeaae 49.14          122.65  282.55 

Hardening  Room  Expense 4  ^25!84 

Maintenance  of  Automobile 441. ■'O  l'293'30 

Fuel,  Li£ht,   etc ^ 1,148.17  3!l39!l7 

Total $  7,568.44  $   4.416.06   $  5,407.55  $  4,345.69   $  4,616.71    $  9,999.64   $11,S78.27    $11.222.16   $18,213.61   $20,652.40  $43,329.88 

RECOVERABLE  EXPSIISE: 

SELLING  EXPEiJSE; 

Advertising $       349.01    $       466.57   $  1,520.49   $       740.50  $  1,192.77   $  1,420.30  S        900.56  $  1,213.05   $  1,711.31   $  3,07'. 39  $  3,272.50 

Commissions 2,144.00        1,109.41        1,333.82        1,591.89        1,475.09        2,343.1=        3,365.61        2,707.91        2,911.97        3,759.07  6  739    69 

Traveling 1,547.37        1,189.12        1,410.16        2.066.39        3.005.70        3,537.34        2.7j0.16        2,240.50        3,229.87        2.146.69  2.332.39 

Total $  4.040.38   $  2,755.10    $  4,314.47   $  4,398.76  $  5,673.56   $  7,300.83   $  6,996.36   $  6,163.46  $  7,653.15  $  8,978.15  $12,344.58 

ADMimSTRATION  AND  SEHERAL: 

Salaries $  7,514.06   $  6,952.34  $   7,346.70  $   7,754.83  $  8,076.69   $10,597.07   $10,j43.26  $  9,947.45  $11,092.63  $12,462.15  $73,741.11 

Legal  Expense 305,59            129.85            232.17            119.06              60.03            140.79            160.99            201.04           219.62           217.84  180.64 

Postage 330.61            279.00            374.54            471.89           423.16            745.93            196.76           132.49           181.09           105.24  642.44 

General   Expanse 1,900.13            658.65       1,526.53            519.29           757.95       1,075.15       2,060.79       1,785.92       2.251.12       2,933.06  3,024.96 

Experimental  Expense 79.83 

Misoellanooue   Diabursoments 30.23  216.87  208.50  265.91  159.82 11.00 

Total $10,050.41   $   8,099.67   $  9,510.17   $  9,081.94   $  9,528.33  $12,824.85   $13,526.62  $12,077.90   $13,744.46  $15,718.29  $77,589.15 

DEPaCTIOllS  FROM  INCOME: 

Discount  and  Interest $       100.48   $                      $                       $                      $          64.68   $       171.43  $       101.42  i                      $       490.18   $1,005.46  $1,730.45 

Beneflta  and  Charities 61. 5C             78.00           146.50  1,849.50 

Taxes 783.19  5.435.09 

Total $        100.48   $ $ $ $          64.68  $        171.43    $        10X.42    $          61.50    $        568.18  $  1,935.15  $  9,015.04 

PROFIT  AMD  LOSS  CHARGES  : 

Acccunto  Receivable  written  off,  less 

recoveries J $        997.31    $        618.28    i        339.38    $        433.02    $  1,602.88  $  1,247.57    $        609.82    $          40.67  $        194.13  $        909.60 

TOTAL $14.191.27    $11,862.08   $14.442.92   $13.820.10    $15.697.59    $21,699.99   $21,871.96  $18,912.66  $22,206.46   $26,825.72  $99,858.37 

ADDITIONS  TO   IKCOllE: 

Discount   and    Intereat $        177.99    $        283.90    $        435.95   $        124.52    $          71.40    $        898.12    $        506.34   $        523.80    $        927. 3E    $  2,404.16  $        885.68 

NET  RjiCOVERABLE  EXPENSE. $14,013.28   $11,573.18   $14,005.96   $13,695.58   US, 626. 19    $21,001.87   $21,365.62   $18,388.88    $21,279.08  $24,421.56  $98,972.69 
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In  conclusion,   we  submit   a  table  of   Income  and   Invested 
Capital  which  we  beg  you  to  compare,    as   to  probability,   with   the 
results   obtained  by  the  revenue  agent. 

Capital   &  Surpliis 
Additions   to  (Depreoiation  de- 
Income                             Surplus  duoted) 
End  of   Year                  End  of   Yeax 

1908 $20,890.08  $10,593.78  $]08,010.73 

1909 19,129.41  9,700.92  317,711.65 

1910 23,935.55  12,138.21  129,849.86 

1911 23,221.77  11,776.24  141,626.10 

1912 29,217.86  14,817.13  156,443.23 

1913 39,591.23  20,077.53  172,783.19 

1914 33,500.27  16,988.68  185,851.82 

1915 31,216.16  15,830.36  197,463.88 

1916 57,864.10  29,344.08  217,048.12 

1917 71,854.28  36,438.80  245,383.41 

1918 125,435.48  63,610.83  295,880.54 

$475,856.19  $241,316.56 

The  depreclatiorv  used  in  the  above  table  as  a  deduc- 
tion from  the  reinvested  surplus  is  the  one  used  in  the  estab- 
lishment of   the  schedule  supporting  the  exhibit. 

We  beg  to  call  particular  attention  to  the  percentages 
of  cost  of  goods  sold   to  sales,   and  of  gross  profits   to  sales, 
as   appearing  in  our   exhibit.      We  believe   that    they  are  a  Justi- 
fication of  our  method  of  procedure. 


PROBLEM     NO.    14 


VALUATION  OF  PATENT S 
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PROBLEM  NO.  14 
VALUATION  OF  PATENTS 

Text  of  the  Problem 

Diirlng  the  year  1911,  Jajnee  Richardson  and  Charles 
Jones  engaged  an   attorney  to  search  the  records,  with  a  view  to 
ascertaining  the  poselbllity  of  patenting  an  invention  made  by 
them,  consisting  in  a  packing  ring  of  an  entirely  new  design, 
depending,  for  its  manufacture,  upon  a  machine  which  could  pro- 
duce the  desired  tension  ixpon   the  ring. 

In  July,  1912,  the  attorney  reported  that  the  patent 
would  be  obtained.   For  some  reason  or  other,  the  application 
was  delayed,  and  it  was  not  vintll  October,  1912,  that  it  waa 
made,  not  for  the  piston  ring  ajid  for  the  machine,  but  for  the 
ring  only. 

The  patent  for  the  ring  weis  Issued  on  October  7,  1913. 
As  there  was,  at  the  time,  no  possibility  of  foreseeing  the  in- 
jury to  be  caused  by  the  failure  to  apply  for  the  machine  patent 
prior  to  March,  1913  (in  so  far  at  least  as  future  excess  profits 
taxes  were  concerned),  the  two  partners  decided  to  postpone  ap- 
plication for  the  machine  \intll  it  was  perfect  in  every  detail. 
Application  was  finally  made  on  July  11,  1913,  and  patents  were 
issued  on  October  13,  1914. 

That  the  two  patents  were  the  complement  of  one  an- 
other, was  more  apparent  than  real,  since  the  ability  to  con- 
struct a  machine  foi  the  manufacture  of  a  "concentric  split  ring 
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having,  in  a  curved  surface,  a  circumferential  series  of  dents 
all  substantially  alike,  but  differing  in  distance  apart,"  would 
not  have  vitiated  in  etny  way  the  monopolistic  right  of  memufac- 
turing  the  ring.   In  fact,  the  future  earnings  of  the  patent  de- 
pended entirely  upon  the  ring  Itself,  Irrespective  of  the  ma- 
chine patent. 

In  October,  1912,  Richardson  smd  Jones  started  opera- 
tions in  a  regular  way,  having  each  contributed  $3,000  in  cash. 

At  the  end  of  the  year  1917,  the  business  was  sold 
for  $375,000,  one  of  the  partners  receiving  $200,000,  while  the 
other  received  $175,000.   Neither  of  them  reported  a  gain  on 
the  sale.   They  had  assets  which  they  knew  to  be  worth  practi- 
cally what  they  had  sold  them  for;  and  as  they  haid  never  valued 
the  patents  for  the  purpose  of  capitalization,  or  for  any  other 
purpose,  they  were  ignorant  of  their  value.  The  true  reason  for 
the  sale  of  the  business  having  been  incompatibility  of  charac- 
ter, views,  opinions,  and  policies,  the  two  partners  had  the 
Impression  that  they  hsA   sacrificed  their  future,  and  actually 
sold  at  a  loss. 

In  February,  1920,  an  internal  revenue  inspector  au- 
dited the  income  tax  reports  rendered  by  James  Richardson.   As 
a  result,  there  was  assessed  upon  Richardson  an  additional  tax 
of  $102,750.63.   Further,  a  fine  of  $51,332  was  imposed.   The 
memoreundum  forwarded  by  the  internal  revenue  inspector  contained 
no  particular  information  other  than  that  referring  to  a  profit  of 
$194,379.02  made  by  Richardson  on  the  sale  of  his  share  of  the 
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business.   It  was,  therefore,  presiimed  by  Richardson  that  the 
patents  had  been  considered  by  the  Internal  revenue  inspector  as 
having  been  non-existent,  or  valueless,  at  March  1,  1913. 

The  partners  had  kept  the  kind  of  books  which  cam  be 
briefly  described  as  "worthless."  After  a  great  deal  of  trouble, 
it  was  ascertained  that  the  true  earnings  of  the  concern,  from 
the  inoiplency  of  operations  to  December  31,  1917,  had  been,  ex- 
clusive of  drawings  by  the  partners: 

From  October,  1912,  to  December  31,  1914....  $  75,836.42 

For  the  year  ended  December  31,  1915 45,968.14 

For  the  year  ended  December  31,  1916 115,701.42 

For  the  year  ended  December  31,  1917 126,296.29 

Total $363.802.27 

It  was  also  ascertained  that,  in  January,  1920,  the 
compemy  which  had  acquired  the  business  of  the  pe-rtnershlp  had 
been  able  to  make  the  Special  Audit  Section  of  the  Bureau  of  In- 
ternal Revenue  accept  a  valuation  of  $176,499.33  as  representing 
the  capital  invested  at  Jannetry  1,  1917,  and  an  Income  tax  re- 
port for  the  year  1917,  showing  that  the  reinvested  profits  for 
the  year  had  been  $82,696.29. 

REQUIRED:   The  valuation  of  the  patents  of  the  copartnership  of 

Richardson  and  Jones,  for  the  purpose  of  causing  the 
assessment  and  the  fine  levied  and  Imposed  upon 
Richardson  to  be  revised. 
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Dl8cu33lon  of  Problem  No.  14 

Value  is  one  of  the  inherent  qualities  of  patents. 
They  have  been  held  to  be  satisfactory  and  legal  consideration 
for  the  payment  of  subscriptions  to  capital  stock,  the  difficul- 
ty of  determining  their  value  being  no  obstacle  to  such  trstnsac- 
tlons.   (New  Haven  Nail  Co.  vs.  Linden  Spring  Co.,  142  Mass. 
349.)   Further,  they  have  been  considered  by  the  United  States 
Bureau  of  Internal  Revenue  eis  taxable  under  the  provision  of 
the  Estate  Tax  (Regulations  No.  37,  Revised  1919.) 

The  fact  that  Richardson  amd  Jones  never  deemed  it 
advisable  to  capitalize  their  patents  at  the  time  they  began  op- 
erations was  probably  due  to  their  knowledge  of  the  old-fash- 
ioned theory  of  good-will  and  patents.   It  used  to  be  said  that 
the  occasion  for  raising  an  account  with  these  values  arose 
only  at  the  time  of  their  sale. 

Both  good-will  and  patents  have,  for  time  immemorial, 
been  the  "b§te  noire"  of  accoimtants.   They  were  supposed  to  have 
no  place  whatever  in  a  decent  balance  sheet.   Authors  of  all 
kinds  fulminated  against  them,  and  authorities  excommunicated 
them. 

When,  in  1914,  I  stated  that  "the  gradual  expulsion 
of  good-will  from  respectable  books  is  one  of  the  perplexing 
puzzles  which  accounting  offers  to  its  students";  when,  besides, 
I  suggested  that,  instead  of  being  written  off  when  capitalized, 
patents  might  be  allowed  to  remain  on  the  books  at  a  value  in- 
creased in  the  amount  of  the  good-will  earned  by  them,  I  wels 
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told,  privately  and  publicly,  that  my  sense  of  values  was  unor- 
thodox, some  even  said  vicious.   And  yet,  how  many  ooncerns 
would  have  made  a  fortune,  that  is  to  say,  saved  a  fortune,  if 
they  had,  prior  to  1913,  done  the  very  thing  which  I  recommended 
at  a  time  when  excess  profits  taxes  and  capital  invested  were 
Utopias  of  a  distant  and  uncertain  future? 

If  Richardson  and  Jones  were  not  aware  of  the  odium 
attaching  to  good-will  and  patents,  they  might  have  been  pre- 
vented from  capitalizing  their  patents  by  the  very  difficulty 
of  the  undertaking.   Looking  over  the  literature  on  the  subject 
of  patents,  they  might  have  consulted  "The  Investor's  Adviser 
and  Manufacturer's  Handbook"  (R.  Haddon,  London,  9th  Edition 
1913).   Under  the  caption  "Commercial  Valuation  of  Patents," 
they  would  have  read  (-pages  37  and  38): 

"First,  it  must  be  recognized  that  the 
value  of  the  rights  given  xinder  the  patent,  is  not 
necessarily  determined  by  the  commercial  value  of  the 
invention,  though  the  latter  must  always  be  the  prin- 
cipal factor  in  the  calculation.   The  estimated  com- 
mercial value  of  the  invention  is  the  value  of  the  su- 
perior efficacy  of  the  invention  over  the  best  of  its 
competitors,  in  each  instance  of  its  employment,  mul- 
tiplied by  the  niimber  of  instances  of  its  empl03rment, 
or  likely  employment,  and  by  the  time  during  which  it 
is  likely  to  have  pre-eminence.   It  is  impossible  to 
calculate  beforehand  &n   absolute  commercial  value  for 
any  invention,  because  though  its  value  over  competi- 
tors may  be  stated  with  exactness,  commensurate  with 
sufficiency  of  calculation,  the  nximber  of  instances  of 
its  employment,  its  rate  of  output  of  production  and 
the  duration  of  its  use,  can  only  be  matters  of  con- 
jecture, more  or  less  accurate,  according  to  the  prac- 
tical experience  of  the  calculator. 

"Value  of  use  is  the  advantage  possessed  by 
the  invention  over  previously  existing  processes,  meth- 
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ods,  machines,  etc.,  in  use  with  the  same  object.  It 
is  capable  of  exact  calculation  and  expression  in  terms 
of  value;  thus,  whether  a  machine  or  process,  the  ad- 
vantage may  be  in  decrease  of  initial  cost  of  construc- 
tion or  installation,  decrease  of  working  expenses,  im- 
proved number  or  quality  of  vendible  or  usable  product, 
in  any  or  all  of  these.  The  advantaige  in  each  case  may 
be  expressed  as  so  much  monetary  saving. 

"Having  found  the  commercial  value  of  the  in- 
vention 'per  se,'  the  next  point  for  consideration  is 
the  extent  of  its  probable  employrr.ent.   For  this,  in 
every  case  statistics  will  be  necessary,  from  which  may 
be  learned  the  voliime  of  trade  in  or  from  the  similar 
articles,  or  methods  which  the  Invention  is  designed  to 
supersede.   If  the  invention  is  for  use  in  production, 
an  estimate  should  be  made  of  the  number  of  producers 
likely  to  be  influenced  to  abandon  the  old  for  the  new 
process,  perhaps  more  or  less  dependent  on  the  amount 
of  profit  in  favor  of  the  new  invention.   If  the  inven- 
tion itself  is  an  article  for  sale,  the  likely  demand 
on  the  part  of  the  buyers  of  the  articles  which  the  in- 
vention supersedes  should  be  considered. 

"Presuming  the  invention  patented,  the  calcu- 
lator should  take  note  of  the  length  of  the  term  of  the 
patent,  as  the  term  is  that  during  which  the  patentee 
retains  control  of  the  trade  in  the  invention,  and,  con- 
sequently, the  opportunity  for  profit.   Nevertheless, 
as  an  established  trade  will  continue  to  be  profitable 
for  some  time  after  the  monopoly  expires,  a  slight  addi- 
tional amount  may  be  reckoned  for  value  of  establishment. 

"The  above  simply  concerns  the  value  of  the 
invention  in  commerce,  and  the  probable  profit  that  the 
inventor  could  make  out  of  it  according  to  the  method  of 
working  that  he  may  adopt,  and  this,  of  course,  should 
be  value  of  the  patent  rights  after  deduction  of  a  sum 
equivalent  to  the  value  of  the  patentee's  time  occupied 
in  working  the  invention  and  Interest  on  the  capital  em- 
ployed. " 

What  the  adviser  of  investors  and  manufacturers  advo- 
cates, is  nothing  else  than  the  capitalization  of  the  present 
worth  of  future  earnings,  estimated  seventeen  years  ahead  of 
time. 
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There  is  another  plan  whioh  might  have  been  adopted; 
but  this  plan  Is  predicated  upon  the  existenoe  of  a  royalty 
agreement  between  an  inventor  of  an  article  similar  to  the  one 
mainufaotured  by  Richardson  aind  Jones,  and  a  manufacturer  equipped 
so  as  to  exploit  the  patent  on  a  royalty  basis  of  ao  much  per 
iinlt  manufactured.   Had  there  been  such  a  contract,  it  would 
only  have  been  necessary  for  Richardson  and  Jones  to  estimate 
seventeen  years  of  production.  Instead  of  seventeen  years  of 
earnings . 

In  either  case,  the  problem  is  serious,  and  it  would 
require  a  particularly  valuable  reason  to  Induce  amyone  to  under- 
take to  solve  It. 

Fortunately,  in  the  case  of  Richardson  and  Jones,  we 
know  the  earnings,  or  at  least  the  reinvested  eaxnings  for  a 
series  of  yeeurs.   It  Is  true  that  we  o\ight  to  add  to  these  earn- 
ings, if  we  but  knew  the  facts,  all  the  drawings  of  the  part- 
ners; that  we  ought  to  speculate  about  the  possibility  of  the 
earnings  Increasing  from  year  to  year  on  the  basis  of  the  good- 
will earned  by  the  goods;  that,  in  fact,  we  should  attempt  to 
establish  the  budget  of  the  unexpired  years,  to  foresee  all  pos- 
sibilities pro  and  con,  sjid  to  compute  the  future  earnings  on 
that  basis. 

A  study  of  the  use  of  the  patents  by  the  purchaser 
for  the  years  1918  amd  1919,  If  allowed;  an  intelligent  consider- 
ation of  the  buyer's  purpose,  beliefs,  hopes,  and  policies.  If 
he  were  willing  to  take  us  into  his  confidence;  due  oonsldera- 
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tion  of  the  difference  between  a  valuation  arrived  at  by  mb,  on 
the  basis  of  averages,  and  the  value  given  to  the  patents  by  the 
buyer  if  he  oared  to  tell  us;  all  that  would  greatly  help  \xb   in 
our  task.   But  none  of  these  meeuis  being  available,  we  shall 
have  to  depend  upon  known  factors. 

Before  speaking  of  the  computation  of  values,  we  must 
say  a  word  or  two  about  the  possibility  of  the  Internal  Revenue 
Depau'tment  having  considered  the  Richardson  and  Jones  patent  as 
worthless  at  March  1,  1913,  nerely  because  it  was  grainted  only 
in  October,  1913.   It  must  be  said  here,  that  it  appears  to  be 
soiind  doctrine  that  the  enjoyment  of  the  patent  monopoly  begins 
with  the  formal  application  for  the  grant,  subject,  of  course, 
to  the  eventual  issue  of  letters  patent. 

Reverting  to  valuation:   Regulations  No.  3"  (re- 
ferred to  in  the  foregoing)  concerning  Estate  Tax,  states  that 
"the  basis  for  valuation  of  intangible  assets  of  this  character 
(patents)  is  the  present  worth  of  the  estimated  future  earnings 
of  the  exclusive  right  during  the  rest  of  its  existence.   On 
the  other  hand.  Regulations  No.  45  requires  that  when  ascertain- 
ing the  profit  made  on  the  sale  of  Intangible  assets,  the  differ- 
ence be  taken  between  their  fair  market  value  at  March  1,  1913 
(if  then  in  existence)  and  the  proceeds  of  the  sale. 

I  submit  that  the  two  methods  are  rfiuHoally  different 
as  to  results,  and  that  in  reality  they  should  be  on  the  sane 
basis.   What  the  estate  law  Intends  to  tax  is  the  portion  of  the 
value  of  the  patents  which  has  not  gone  in  the  corpus,  in  some 
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form  or  another.   What  the  business  tax  law  intends  to  tax  Is  ev- 
idently the  portion  of  the  value  sold.   Therefore,  when  an  oper- 
ative patent  is  sold  at  the  end  of  the  fifth  year  of  its  exist- 
ence, the  only  thing  sold  is  future  worth,  and  not  past  worth. 
Five  years  of  earnings  having  been  collected  at  December  31, 
1917,  and  either  reinvested  or  distributed  by  Richardson  and 
Jones,  how  can  tney  sell  them  in  the  year  1917?  Tou  will  tell 
me  that  the  reinvested  earnings  are  also  sold;  that  is  true,  but 
they  are  sold  as  reinvested  profits  under  the  form  of  some  tan- 
gible asset.   We  are  concerned  here  only  with  the  value  of  the 
intangible  a.ssets.   I  still  osjinot  see  how  the  profits  made  on  a 
patent  operated  from  January  1,  1913,  to  December  31,  1917,  and 
sold  on  the  latter  date,  can  be  the  difference  between  the  fair 
market  value  of  the  patents  at  Msurch  1,  1913,  and  the  proceeds 
of  the  sale.   The  fair  market  value  at  March  1,  1913,  could  only 
be  the  present  worth,  at  that  date,  of  the  estimated  earnings. 
Why  should  the  purchstser  of  the  patents  buy  esLrnings  that  he, 
the  purchaser,  will  never  receive?  Therefore,  if  the  buyer  does 
not  buy  past  earnings,  why  should  the  vendor  be  permitted  to  con- 
sider them  as  value? 

You  will,  of  course,  object  to  my  reasoning  because 
it  weaikens  the  case  of  Richeo'dson  and  Jones.   Maybe  it  does,  but 
our  concern  is  merely  to  arrive  at  true  profits  on  sales  through 
a  valuation  at  the  time  of  the  sale. 

Therefore,  it  appears  to  me  that  the  procedure  to  be 
followed  in  our  case  is: 
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1.  Ascertain  the  present  worth  at  March  1,  1913, 

of  the  estimated  net  earnings  of  the  patents 
for  the  remainder  of  their  life, 

2.  Deduct  from  the  total  present  worth  so  ob- 

tained the  actual  earnings  for  the  period 
from  the  Inciplency  of  the  patent  to  the  day 
of  Its  sale. 

3.  Consider  the  remainder  of  the  present  worth  as 

the  value  at  December  31,  1917,  of  the  patents 
sold  on  that  date. 

As  to  the  computation  itself,  It  should  be  as  follows: 

Present  Worth 
Amount  of   Nature  of   Time  to   Int.   Value  of 
Earnings    Earnings      Run     Rate    $1.00         Amount 

$37,900.00  i  of        1  year     6%         0.94339623    $35,754.00 
$75,800.00 

As  to  the  method  for  ascertaining  the  present  worth, 
all  that  need  be  said  here  is  that  it  is  based  on  an  assumed  in- 
terest rate,  6%   being  as  good  as  any;  that  compound  interest  is 
the  rule;  that  eaoh  individual  value  of  $1  at  any  period  must  be 
the  result  of  the  division  of  the  previous  number  by  1.06  (if  the 
interest  rate  is  6%) . 
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Solution  of  Problem  No.  14 


Establishment  of  the  value  of  the  patents  of  the  co- 
partnership of  Rlohardson  and  Jones,  on  the  ba^ls  of  the 
present  worth  of  their  estimated  earnings: 


Amount 

$  37,900.00 
37,900.00 
46,000.00 
115,700.00 
126,300.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 
72,767.00 

$1.237,004.00 


Nature 

1/2  of  $75,800.00 
1/2  "    75,800.00 
Actual 


Average 

n 


Present 

Worth 

Time   to 

Int. 

Value  of 

Run 

Rate 

$1.00 

Amount 

1 

year 

6% 

0.94339623 

$  35,754.00 

2 

years 

n 

0.88999644 

33,730.00 

3 

a 

n 

0.83961928 

38,622.00 

4 

n 

n 

0.79209366 

91,645.00 

5 

n 

n 

0.74725817 

94,379.00 

6 

■ 

0.70496054 

51,298.00 

7 

n 

0.66505711 

48,394.00 

8 

n 

0.62741237 

45,655.00 

9 

n 

0.59189846 

43,071.00 

10 

n 

0.55839478 

40,633.00 

11 

a 

0.52678753 

38,333.00 

12 

■ 

0.49696936 

36,163.00 

13 

R 

0.46883902 

34,116.00 

14 

a 

0.44230096 

32,184.00 

15 

n 

0.41726506 

30,363.00 

16 

R 

0.39364628 

28,644.00 

17 

It 

n 

0.37136442 

27,023.00 
$750,007.00 

Therefore,  value  of  patents  at  December  31,  1917: 

Present  Worth  at  March  1,  1913 $750,007.00 

Deduct: 

Actual   Earnings   of   the   operating  periods    from  October  1, 

1912,  to   December  31,    1917 363.802.27 

Value   of  Patents   at   December  31,    1917 $386.204.73 


Note:    The  present  worth  of  one  dollar   at   its   different  periods    Ic 
taken   from   "THE  ACCOUNTANCY  OF  INVESTMENT"  by  Sprague  and  Perrlne, 
Ronald  Press,    1918,   page  342. 


PROBLEM     K   0.    15 
tJRTHOnS    OF   DEPRECIATIQi: 
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PROBLEM  IIP.  15 
llETHODS  OF  DEFRECIATIO:: 

Text  of  the  Problen: 

A  company  placed  in  service,  on  January  1,  1918,  a 
piece  of  machinery  costing  $84,000;  the  residual  value  of  the 
machine,  at  the  end  of  its  life,  would  be  $1,500.  The  life 
of  the  machinery  Is  eight  years. 

The  board  of  directors,  before  deciding  upon  a 
method  of  depreciation,  require  a  statement  which  will  show  the 
results  obtained  iinder  the  following  methods: 

1.  Straight  Line 

2.  Sinking  Fund  at  4f.  interest 

3.  Annuity  at  4^  interest 

The  directors  expect  that  the  accountant  will  supple- 
ment his  statement  by  giving  the  advantages  and  disadvantages 
of  each  method,  and,  if  he  deems  it  advisable,  instruct  the 
board  as  to  other  possible  methods  of  depreciation. 
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Discussion  of  Problem  No.  15 

The  object  of  etscertaining  the  extent  of  the  depreci- 
ation suffered  by  the  physical  units  of  the  plant,  is  to  make  it 
possible  to  Include  the  loss  of  invested  values  in  ths  cost  of 
operations,  and,  therefore,  to  recover  that  cost  through  the 
sale  price.   Obviously,  depreciation  is  of  vital  importance  to 
the  administrator,  to  the  manager,  to  the  operator,  to  the  econo- 
mist, to  the  banker,  and  to  the  accountant. 

What,  then,  is  depreciation? 

It  has  been  defined  as  follows:  wastage  of  serviceable 
life;  wear  and  tear  of  physical  units;  loss  of  efficient  life; 
the  extent  of  the  periodical  progress  of  physical  units  tovTsjrds 
the  scrap  heap. 

In  fact,  depreciation  is  the  irreparable  injury  suf- 
fered by  physical  units  through  use  of  energy  in  the  fulfillment 
of  their  functions  limited  by  the  extent  of  their  Ufa;  it  is 
something  akin  to  what  the  French  poet,  speaking  of  the  effect 
of  life  and  time  upon  human  beings,  described  as  "the  irrepa- 
rable outrage  of  time." 

A  piece  of  machinery  is  an  articulate  body  acting 
under  the  influence  of  power  generated  by  itself  or  transmitted 
to  it,  and  performing  functions  which  fatally  consume  its  vi- 
tality in  direct  ratio  to  the  frequency  of  its  use.   What  is 
expected  of  the  machine,  is  naturally  confined  within  the  limits 
of  its  well-known  efficiency;  the  maintenance  of  that  efficiency 
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;l8  baaed  upon  a  certain  mlnimuni  of  periodical  repairs,  with  a 
maximxim  beyond  which  It  cannot  go  without  admitting  Its  inef- 
ficiency, and  therefore  its  uselessness. 

It  may  happen  that  the  work  to  be  performed  by  a  par- 
ticular piece  of  machinery  is  at  the  same  time  so  strenuous  and 
80  delicate,  that  the  parts  which  do  the  valuable  work  have  to 
be  replaced  within  a  very  short  period;  the  process  is  known  as 
maintenance  replacements,  and  is  as  necessary  as  it  is  efficient. 
It  may  also  happen  that,  in  a  machine  where  six  similar  parts 
produce  the  motion  necessary  to  give  to  the  finished  product  a 
certain  quality,  a  certain  finish,  a  certain  weight  per  linear 
foot  or  per  thousand  linear  feet,  the  failure  of  one  of  the 
parts  compels  the  replacement  of  the  six  parts,  because  while 
only  one  is  badly  worn,  the  others  are  worn  enough  to  prevent 
them  from  harmonizing  in  motion  with  that  of  a  new  part.   It 
may  even  come  to  pass  that,  after  a  thorough  overhauling,  a 
locomotive  of  an  efficient  type,  rating  at  60^  efficient  before 
going  to  the  shop  for  a  thorough  overhauling,  comes  out  of  it 
with  an  efficiency  rating  pretty  close  to  lOOf^. 

But  the  great  question  will  always  be:   granted  that 
lavish  repairs  and  replacements  maintain  efficient  life.  Is 
there  not  a  time  when,  owing  to  the  disintegration  of  its 
molecules,  a  mechanical  entity  becomes  Incapable  of  a  further 
valuable  effort?   Does  not  the  fact  that  a  new  part  Is  attached 
to  an  older  part  cause  a  motion,  a  vibration,  an  oscillation 
which,  imperceptible  as  it  may  be,  shatters  the  organism  as  a 
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whole,  and  hastens  Its  final  breakdor/n?   Is  it  not  also  true 
that  repairs,  no  matter  how  trivial,  should  be  attended  to  when 
needed,  and  not  postponed  until  some  more  opportune  time,  lest 
the  effect  of  a  temporarily  inefficient  part  be  to  inflict  upon 
a  more  vital  part  an  injury  all  the  more  serious  because  it  can 
be  neither  perceived  nor  repaired?  When  does  al!  «*ii8  occur, 
and  to  what  extent,  in  any  particular  period  of  the  life  of  the 
machine? 

To  a  great  many  people,  depreciation  is  nothing  more 
than  a  species  of  unavoidable  loss,  of  a  value  unleterminable, 
and  not  worthy  of  the  time  and  effort  that  it  takes  to  ascertain 
its  extent  in  a  scientific  way;  they  are  satisfied  with  a  general 
estimate  applying  to  heterogeneous  units,  untrue  at  every  ana- 
lytical point,  but  supposed  to  be,  in  the  aggregate,  as  true  as 
estimates  can  ever  make  a  proposition.  They  may  or  they  may 
not  charge  depreciation  to  cost;  they  believe  that  the  only 
thing  that  is  of  importance  is  to  create  a  reserve  account  to 
receive  the  periodical  credits,  and  to  accumulate  them  until 
such  time  as, the  reserve  equaling  the  asset,  the  truth  or  the 
fallacy  will  be  known.   If,  at  this  point,  the  reserve  is  too 
great  because  the  physical  units  aepreciated  in  full  are  still 
in  existence  and  in  useful  service,  then  the  excess  reserve  will 
be  sent  back  to  the  surplus  from  which  it  comes,  and  new  esti- 
mates will  be  resorted  to.  Nothing  could  be  simpler  I  As  to 
the  fact  that  such  an  interference  with  the  surplus  constitutes 
a  denial  of  the  truth  of  all  the  previous  cost  figures,  and  an 
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accusation  of  carelessneaa.  Incompetency,  and  misrepresentation, 
nobody  Is  particularly  worried  by  It,  because  It  is  one  of  the 
Idiosyncrasies  of  fallacies  that  they  fool  first  of  all,  those 
who  brought  them  Into  the  world. 

It  Is  an  axiom  of  serious  accounting,  that  no  record- 
ing of  transactions  which  does  not  reflect  the  exact  truth  Is 
worth  Its  cost.  Therefore,  if  depreciation  is  going  to  be  used 
merely  to  tatke  advantage  of  an  Item  of  cost  allowable  as  a  de- 
duction from  taxable  Income,  or  because  custom  has  sanctified 

4 

Its  inclusion  In  respectable  cost  accounts,  or  again,  because 
it  is  a  nuisance  that  must  be  reckoned  with,  it  might  as  well 
be  denied  right  of  entry  once  for  all. 

But  there  are  engineers,  accountants,  cind  economists 
who  have  given  to  depreciation  all  the  study  that  such  a  com- 
plex subject  requires  and  deserves.  They  have  theorized  about 
It  to  their  hearts'  content,  and,  bounded  only  by  their  Indi- 
vidual power  of  reaching  the  truth,  they  have  brought  forth 
and  advocatea  methods  of  depreciating  physical  units  which  are 
as  numerous  and  as  radically  different  In  form  and  In  results 
as  the  human  mind  can  conceive.   No  matter  how  they  may  differ, 
they  all  have  the  same  objective,  viz.,  the  search  for  the 
actiiality  of  the  mortality  of  physical  units. 

To  Illustrate  the  foregoing,  It  may  be  well  to  mention, 
at  random,  a  few  of  the  methods  of  depreciation  which  have  been 
In  use  at  sometime  or  another,  are  in  use  today,  or  are  forcing 
themselves  upon  the  attention  of  the  modern  business  man,  that 
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is  to  say,  as  I  know  him  at  least,  a  pretty  well  educated  man, 

even  though,  and  perhaps  because,  hie  education  was  had  In  the 

factory  or  in  the  office: 

The  Straight  Line  Method 

The  Sinking  Fund  Method 

The  Annuity  Method 

The  Revaluation  Method 

The  Unit  Cost  Method 

The  Actuarial  Method 

The  Reducing  Balance  Method 

There  are  a  great  many  other  methods  evolved  In  par- 
ticular plants,  to  meet  the  peculiar  or  particular  conditions 
of  the  plant,  climate,  machinery,  working  force,  and  usage. 
But  it  is  not  intended  to  exhaust,  here,  the  subject  of  de- 
preciation; others  have  done  it  in  a  masterly  fashion  both  in 
this  country  and  abroad.  My  only  desire  is  to  call  your  at- 
tention emphatically  to  one  of  the  most  complex  problema 
which  we  accountants  face  daily,  whether  we  know  it  or  not, 

THE  STRAIGHT  LINE  METHOD 

The  straight  line  method  is  very  simple;  it  is  based 
on  the  proposition  that,  if  the  amount  to  be  depreciated  is 
divided  by  the  nvunber  of  yeara  of  useful  life,  the  result  will 
be  the  annual  s\m   which  must  be  considered  as  depreciation 
cost.   The  disadvantage  of  the  procedure  is  that  it  cannot  re- 
sult in  accuracy,  since  it  cannot  be  true  that  a  machine  will 
depreciate  in  precisely  the  same  manner  and  to  the  same  ex- 
tent, during  the  several  periods  of  its  useful  life,  no  matter 
what  the  conditions  may  be.  There  is  no  theory  at  the  base  of 
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this  method,  other  than  that  of  the  eq\iallzatlon  of  charges  for 
the  purpose  of  uniformity  and  simplicity. 

Admittedly,  the  straight  line  method  may  be  harcless, 
and  in  a  qioantity  of  instances  adequate  enougn;  it  may  even  be  the 
obvious  method  to  be  adopted  in  some  cases  where  the  sale  price 
is  established  once  for  all  on  data  sufficiently  elastic  to  make 
it  certain  that  all  the  elements  of  cost  are  more  than  recovered. 
Still,  the  method  is  unscientific,  and  therefore  has  no  ideal  to 
pursue,  and  no  information  to  give.  It  can  contribute  nothing  of 
value  to  the  fund  of  basic  data  out  of  which  should  be  evolved 
the  administrative  as  well  as  the  operating  and  commercial  poli- 
cies of  the  concern. 

THE  SIKKING  FimP  METHOD 

This  method  is  based  upon  the  economic  proposition 
that  all  wasting  assets  must  be  provided  for  out  of  the  earnings 
to  which  they  contribute,  in  such  a  manner  that,  at  the  expi- 
ration of  their  useful  life,  there  will  be  on  hand  a  specific 
fund  for  the  acquisition  of  equivalent  units. 

The  fact  that,  in  principle,  the  loss  sustained  in 
wasting  assets  has  been  charged  to  cost,  and  therefore  re- 
covered through  the  sale  price  of  the  goods  produced, or  through 
charges  for  services  renaered,  does  not  satisfy  the  ethical 
sense  of  the  advocates  of  the  specific  fund.  They  maintain  that 
the  recovered  value  of  the  scrapped  unit  has  become  part  of  some 
asset  which  in  its  present  state  is  far  too  useful  to  the  con- 
cern to  be  sacrificed  for  tne  purpose  of  acquiring  another  asset. 
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They  have  little  sympathy  with  the  claim  that  It  Is  not  a  question 
of  sacrifice,  but  merely  one  of  exercising  the  borrowing  power  of 
the  new  assets,  since  they  believe  that  as  much  as  possible  a 
concern  should  finance  itself,  and  not  form  the  habit  of  borrow- 
ing on  the  slightest  provocation. 

Of  course,  there  is  a  great  deal  of  real  constructive 
value  in  the  criticism  of  the  economists,  but  they  themselves 
are  not  free  from  censure  in  their  advocacy  of  the  sinking  f\ind. 
All  they  are  interested  in  is  to  find  what  sum  of  money,  in- 
vested periodically  at  compound  interest  at  a  given  rate,  dur- 
ing the  life  of  the  asset,  will  ajuount  to  the  sum  necessary  to 
acquire  the  new  asset.  They  ignore  entirely  the  possibility 
of  fluctuations  of  prices,  and  offer  no  suggestion  as  to  how  the 
fund  should  be  treated  to  provide  for  a  case  where  a  machine 
purchased  for  $5,000  in  1900,  and  scrapped  In  1920,  would  cost 
$10,000  in  the  latter  year.  What  is  at  least  equally  as  Im- 
portant, they  do  not  appear  to  be  troubled  by  the  fact  that  their 
method  amounts  to  no  more  than  the  funding  of  a  loss  ascertained 
in  practically  the  same  manner  as  under  the  straight  line  method. 

If  the  term  "straight  line"  suggests  that  the  graphic 
line  descriptive  of  physical  losses  of  Invested  property  will 
remain  perfectly  straight  instead  of  curving  up  or  down  accord- 
ing to  actuality,  then  the  straight  line  method  admits  on  Its 
face  that  it  is  dealing  with  "estimated  depreciation"  Instead 
of  with  "realized  depreciation."  Therefore,  the  sinking  fund 
method,  the  graph  line  of  which  will  also  be  straight,  adirilts 
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the  same  procedure.   The  question  at  issue  remains:  Should  the 
cost  of  goods  contain  estimates  or  actualities?   It  cannot  be 
denied  that  actuality  is  the  desideratum,  and  that  any  method 
which  does  not  produce  the  exact  truth  is  fallacious,  at  least 
in  quite  a  few  branches  of  human  endeavor. 

THE  ANTTUITY  METHOD 

The  annuity  method  is  described  by  Dicksee  as  follows: 
"Write  off  to  revenue  each  year  an  equal  sum,  sufficient  at  the 
expiration  of  the  life  of  the  asset,  to  reduce  the  asset  to  zsrc 
(or  its  residual  value)  after  debiting  the  asset  and  crediting 
revenue  each  year,  with  interest,  at  an  a<r;resd  rate,  upon  the 
amount  for  the  time  being  sunk  in  the  asset  in  question." 

The  method,  as  you  will  notice,  is  nothing  more  than 
the  sinking  fund  method,  with  the  introduction  of  an  independent 
factor,  the  element  of  interest  on  the  invest.r.er. t.   The  amount 
of  the  annuity  of  $1  for  the  life  period  of  the  machine  is  as- 
certained, and  divided  into  the  anount  to  be  provided  for. 
The  resultinjr  sum,  invested  periodically  at  compound  interest 
at  the  selected  rate,  will  produce  the  required  sinking  fund; 
at  this  point,  the  interest  element  enters  the  field.   At  the 
end  of  every  accounting  period,  the  asset  account  is  debited 
with  interest  on  the  balance  invested  at  the  bep;inning  of  the 
year,  the  credit  goins;  to  an  income  account  with  interest. 
Then  the  same  amount  is  charged  to  depreciation  (precisely  like 
the  sinking  fund  amount),  the  credit  going  to  the  asset  account, 
or  to  a  credit  account  with  accumulated  depreciation,  which 
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latter  account  has  for  its  object  to  act  as  a  separate  credit  to 
the  asset  account,  until  both  the  a^set  emd  the  accumulation  of 
credits  are  equal. 

What' the  method  has  in  view  is  not  at  all  obvious. 
It  may  be  that  the  theory  on  which  it  operates  is  as  follows: 
Since  capital  is  siink  into  a  machine  instead  of  being  invested 
in  income-producing  Securities,  the  manufactuior  deprives  him- 
self of  the  benefit  that  he  could  obtain  from  financial  invest- 
ments if  he  were  not  a  manufacturer;  therefore,  he  must  euld  that 
loss  of  interest  to  the  cost  of  the  goods;  and,  since  the  loss 
of  interest  is  caused  by  the  machine,  the  loss  should  be  recov- 
ered through  the  machine  itself;  this  cannot  be  done  without 
increasing  the  element  of  depreciation. 

If  this  Is  the  theory,  then  it  has  very  little  in  its 
favor.   First  of  all,  the  incliip^on  of  interest  on  the  invest- 
ment as  cost  of  operation  is  challengeable  on  all  sides.   It 
presupposes  that  all  the  physical  units  were  acquired  out  of. 
cash  possessed  at  the  incipiency  of  the  enterprise.   If  these 
premises  are  not  correct,  then  the  manufacturer,  riot  having  suf- 
ficient capital  to  invest  in  securities,  cannot  be  said  to  lose 
anything  whatsoever  if  he  elects  to  be  a  manufacturer  instead  of 
an  investor:  further,  if  a  manufacturer  has  not  enough  capital 
to  acquire  his  equipment,  then  he  must  borrow;  if  he  borrows,  he 
pays  interest,  eind  if  he  pays  interest  he  recovers  its  cost 
through  the  sale  price.   If  he  attempts,  besides,  to  recover  a 
sentimental  and  fallacious  loss,  he  is  duplicating  his  interest 
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charges  to  oost;  he  resorts,  In  fact,  to  an  argument  similar  to 

that  of  the  youth  who  having  lost  ten  dollars  said: 

Ten  dollars  that  I  had $10.00 

Ten  dollars  that  I  have  lost 10.00 

Ten  dollars  that  I  must  find 

to  replace  the  loss 10.00 

Total  of  my  loss $30.00 

THE  REVALUATION  METHOD 

The  revaluation  method  is  based  on  the  theory  that 
the  only  basis  on  which  "realized  depreciation"  oan  be  accurate- 
ly ascertained,  is  to  discard  all  estimates  and  suppositions, 
and  to  base  Judgment  on  a  retrospective  survey  of  what  has  hap- 
pened.  This  means  that,  if  after  a  period  of  activity,  mechan- 
ical engineers  or  other  plant  experts  go  very  carefully  over  the 
physical  units  of  the  plant  and  attempt  to  establish  their  pres- 
ent service  value,  the  difference  between  the  initial  and  the 
closing  values  will  give  the  extent  of  the  depreciation  sustair.ed. 

Naturally,  this  method;  while  excellent  in  principle, 
might  cause  a  great  deal  of  trouble  in  some  modern  plants;  the 
very  task  of  carrying  it  out  might  properly  make  it  objectionable, 
and  lead  to  the  substitution  of  occasional  estimates,  gradually 
opening  the  door  to  a  procedure  said  to  be  vicious.   Still,  the 
revaluation  method  has  an  excellent  foundation,  ajid  has  been  used 
as  a  basis  for  the  development  of  a  plan  which  bids  fair  to  be 
adopted  by  enterprises  whose  equipment  is  considerable,  both  as 
to  units  and  value,  and  troublesotr.e  owing  to  the  wlje  differences 
In  the  life,  usefulness,  service  and  fragility  of  the  units. 
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THE  ACTUARIAL  METHOD 

This  method  appears  to  have  been  developel  by  an  engi- 
neer, llr.  E.  J.  Kates,  who  published  an  excellent  description  of 
It  In  "Railway  Age,"  Volume  64,  pages  1133-1135,  May  3,  1918, 
under  the  heading  "The  Actuary  Theory  of  Depreciation  of  Physi- 
cal Property  Values."   The  article  Is  copyrighted  by  Mr.  Kates. 

Having  stated  his  objection  to  sundry  methods  of  de- 
preciation, Mr.  Kates  explains  how  he  has  developed  mortality 
and  expectancy  tables  from  his  knowledge  of  conditions  existing 
in  the  railroads  west  of  Chicago.   His  tables  are  worked  out  by 
classes  of  equipment,  and  establish  the  years  of  service,  the 
per  cent  of  units  remaining  in  service,  the  expectancy  in  years 
of  additional  service,  the  expectancy  in  per  cent  of  remaining 
service,  the  expectancy  in  per  cent  of  remaining  value.   The 
exact  conditions  surrounding  all  equipm.ent,  that  is  to  say, 
their  idle  periods,  their  liability  to  destruction  by  fire, 
wrecks,  dismantling,  or  conversion  into  work-service  equipment, 
etc.,  enter  into  the  computation  of  the  tables,  precisely  as 
life  conditions  enter  into  consideration  for  the  establishment 
of  mortality  and  experience  tables  of  insurance  companies.   From 
these  tables  it  is  possible  to  obtain  the  value  of  all  classes 
of  equipment  at  the  end  of  amy  period,  as  to  future  life,  expect- 
ancy of  service,  and  therefore,  by  comparison  with  the  values  of 
the  prior  period,  the  amount  of  loss  sustained  through  service. 
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Besides  the  methods  described  in  the  foregoing,  there 
are  various  others,  all  of  which  have  had  for  their  object  to 
arrive  at  a  workable  basis  for  the  recording  of  losses  result- 
ing from  irreparable  wear  and  tear. 

The  question  of  depreciation  has  so  worried  the  people 
interested  in  it,  that  some  have  not  been  satisfied  until  they 
have  been  able  to  blend,  and  treat  as  one,  the  two  factors  which 
cause  the  cessation  of  the  usefulness  of  physical  iinlts,  that  is 
to  say,  depreciation  proper  and  obsolescence. 

Obsolescence,  applied  to  units  of  a  plant,  appears  to 


be: 


1,  The  possibility  of  a  unit  being  developed  for  the 

production  of  certain  goods,  which  would  be  so 
far  above  the  one  at  present  in  use,  as  to  make 
the  abandonment  of  the  present  one  imperative. 

2,  The  certainty,  based  on  experience,  that  in  a 

certain  line  of  industry,  a  particular  process 
of  manufacture  changes  radically,  say  every 
eight  years,  compelling  the  abandonment  of 
machinery  which  would  otherwise  have  a  life  of, 
say,  fifteen  years, 

3,  The  state  of  uselessness  to  which  units  are  re- 

duced by  the  very  achievement  of  the  objective 
of  a  concern  which,  starting  on  an  unpretentious 
and  decidedly  conservative  plan,  is  compelled 
by  success  to  change  its  policies  and  join  the 
leaders,  instead  of  following  way  behind  them, 

4,  The  failure  of  goods,  purchased  for  sale,  to  make 

upon  the  buying  public  the  impression  which 
they  were  expected  to  make,  and,  therefore, 
their  speedy  classif ication  as  "out  of  style," 
or  obsolescent, 

5,  The  loss  of  utilizable  value  of  goods  manufactured 

in  large  quantities  for  a  market  which  has 
suddenly  passed  out  of  existence,  owing  to  the 


15  -  282 

effect  of  Inventions,  In  other  lines,  of  such 
a  revolutionary  character  as  to  radically 
change  methods  of  living,  travelling,  dress- 
ing, etc,  etc.,  ad  libituiri. 

If  obsolescence  of  physical  units  is  only  a  possi- 
bility, a  fear,  an  Impalpable  threat  of  the  future,  it  should 
not  be  amalgamated  with  depreciation;  if  its  certainty  is  indi- 
cated by  past  experience,  but  with  nothing  pointing  to  the 
positiveness  of  its  recurrence  in  the  future,  the  blend  should 
be  dispensed  with,  and  the  possible  loss  provided  for  other- 
wise; obsolescence  of  merchandise  must  be  reckoned  with  in  the 
period  in  which  it  materializes,  either  by  a  direct  charge  to 
profit  and  loss,  or  by  such  a  reduction  of  the  inventory  as 
will  automatically  add  the  loss  to  the  cost  of  the  goods  sold. 
The  loss  of  a  market  for  our  goods  must  be  similarly  treated. 

If  a  concern  whose  operation  consists  in  removing  by 
hand  the  Inner  coarse  skin  covering. cocoanuts,  develops  a 
machine  so  efficient  as  to  reduce  considerably  the  loss  of  meat 
which  is  a  consequence  of  the  hand  operation;  if  the  operating 
machine  saves,  besides,  factory  space  and  factory  wages,  the 
concern  has  become  the  patenter  of  a  unit  which  will  place  its 
inventor  In  a  tremendously  advantageous  position.  Competitors 
will  naturally  be  so  hard  pressed  as  to  realize  that  it  means 
industrial  death  unless  they  can  produce  a  machine  equally  ef- 
ficient without,  however,  infringing  upon  the  original  patent. 
Now  the  life  of  the  new  machine  being,  say,  ten  years,  true 
depreciation  must  be  provided  for  through  the  sale  price  of  the 
nut  made  ready  for  use  in  the  industries  using  this  coirjLodity. 
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But  if  there  is  a  possibility  of  a  better  machine  being  invented 
within  six  years,  will  not  the  inclusion  of  obsolescence  as  a 
cost  of  operations  deal  with  an  uncertainty  which  may,  in  fact, 
destroy,  through  excessive  sentimental  coat,  the  value  of  the 
advantage  now  possessed  by  the  inventor?   In  the  event  that  the 
machine  is  leased  by  the  inventor  to  factories  now  operating  by 
hand,  is  there  not  a  possibility  that  the  desire  on  his  part  to 
recover,  through  royalties,  all  cost  including  obsolescence, 
may  lead  some  manufacturers  to  the  conclusion  that  the  royalties 
are  high  enough  to  at  least  offset  the  undeniable  advantages  of 
the  machine  from  the  point  of  view  of  savings? 

As  a  second  illustration,  assume  that  the  process  of 
making  the  filaments  for  electric  bulbs  was  radically  changed 
three  times  in  fifteen  years,  going  from  paper  filtered  hy- 
draulically  through  a  metallic  cylinder,  to  tungsten  forced 
thro\igh  perforated  diamonds,  and  lastly  to  tungsten  pulled  into 
the  desired  size,  elasticity,  and  resisting  power.  The  ma- 
chinery producing  the  first  filament  had  to  be  discarded  after 
eight  years  of  life,  out  of  a  possible  fifteen;  the  machinery 
producing  the  second  filament  was  discarded  after  seven  years 
of  life,  out  of  a  possible  eighteen;  no  change  occurred  for  ten 
consecutive  years  in  the  third,  or  pulling  process,  and,  the 
World  War  having  come  and  gone,  the  process  still  remains  the 
same,  and  the  machinery  is  still  doing  its  useful  :vork .  Where, 
under  the  conditions  named,  would  lie  the  value  of  the  cost 
data  obtained  in  the  cost-finding  for  the  third  process  if  the 
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obsolescence  of  the  machinery  had  been  charged  to  cost  accord- 
ing to  expectancy  based  on  past  performEinces? 

I  do  not  wish  to  be  understood  eis  saying  that  I  do 
not  believe  that  obsolescence  is  not  recoverable  through  the 
sale  price,  in  some  form  or  another,  for  I  do  earnestly  believe 
that  no  sane  business  man,  having  ascertained  the  cost  of  his 
waxes,  fails  to  add  thereto  an  element  or  possible  losses  to 
recur  from  year  to  year  and  at  present  not  susceptible  of  being 
estimated.   The  point  that  I  wish  to  make  is  that  every  business 
man,  every  manufacturer,  every  operator,  is  facing  a  certain 
quantity  of  business  risks.   If  all  risks  are  eliminated  by  being 
computed  at  their  worst,  and  recovered  through  the  price  of  the 
goods  sold;  if  we  keep  on  adding  to  our  cost  all  the  actual  cost, 
all  the  problematic  cost,  all  the  prophetic  cost,  all  the  senti- 
mental cost,  and  all  the  "if  cost,"  to  say  nothing  of  all  taxes, 
franchise  and  privilege  fees,  etc.  etc.,  the  day  will  come  when 
we  will  be  forced  to  go  back  to  private  life  owing  to  the  lack 
of  buyers.   I  believe  that  we  are  experiencing  a  little  of  that 
at  the  present  time. 

Enough  has  been  said  about  the  nature  of  depreciation 
to  at  least  impress  upon  the  student  the  importance  of  the  sub- 
ject matter  of  this  discussion,  and  give  him  a  desire  to  go  more 
desply  into  the  study  of  that  fascinating  problem.   I  should 
like,  however,  to  euid  a  few  words  relative  to  the  treatment  of 
depreciation  on  the  financial  books  of  account. 
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Remember  that  any  depreciation  the  amoiint  of  which  has 
been  obtained  In  a  scientific  manner  Is  a  positive  element  of 
cost  of  goods;  therefore  it  should  be  considered  as  transferred, 
together  with  other  elements  (such  as  materials,  labor,  etc.) 
to  the  new  asset  which  Is  to  be  sold;  correspondingly  It  should, 
in  principle,  be  deducted  from  the  asset  which  has  lost  Its 
value.   If  the  actual  credit  to  the  asset  Is  not  deemed  ad- 
visable, the  credit  account  receiving  the  item  should  not  be 
called  "Reserve,"  but  "Accumulated  Depreciation  Charged  to  Cost." 
This  credit  account  cannot  be  treated  in  the  balance  sheet  as 
reserved  surplus;  nor  can  It  be  given  a  place  on  the  liability 
side  among  the  liabilities;  if  it  is  not  deducted  from  the 
asset  on  the  balance  sheet  proper,  it  can  only  be  called  "Ac- 
cumulated Depreciation"  under  a  caption  similar  to  the  one  sug- 
gested by  the  Interstate  Commerce  Comjuisslon,  "Unliquidated 
Credits." 

If,  on  the  other  hand,  depreciation  is  an  estimate 
pure  and  simple,  it  should  not  be  charged  to  the  cost  of  the 
goods.  It  should,  then,  be  appropriated  out  of  operating  pro- 
fits, and  in  the  balance  sheet  treated  as  "Surplus  Appropri- 
ated for  Estimated  Depreciations,"  Under  no  conditions  can 
this  appropriated  surplus  be  deducted  from  the  asset  account 
to  which  it  applies. 
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Solution  of  Problem  No.  15 


Table  showing  annual  depreciation  elements  on  the 


basis  of: 


THE  STRAIGHT  LINE  METHOD 


Age 

Value 

in 

at 

Years 

End  of  Year 

Depreciation 

0 

$84,000.00 

$ 

1 

73,687.50 

10,312.50 

2 

63,375.00 

10,312.50 

3 

53,062.50 

10,312.50 

4 

42,750.00 

10,312.50 

5 

32,437.50 

10,312.50 

6 

22,125.00 

10,312.50 

7 

11,812.50 

10,312.50 

3 

1,500.00 

10,312.50 

Scrap 

Value 

1,500.00 

Total 

$82,500.00 

baisis  of; 


Table  showing  annual  depreciation  elements  on  the 


THE  SINKING  FUND  METHOD 


• 

Actual  Annual 

Value 

Annual 

Annual 

Cost,  or  Payir.ent, 

Age 

at 

Payment 

Accretion  of 

plus 

in 

End  of 

to 

Interest  to 

Year's  Interest 

Years 

Year 

Sinking  Fund 

Sinking  Fund 

Accumulations 

0 

$84,000.00 

$ 

$ 

$ 

1 

75,046.45 

8,953.55 

8,953.55 

2 

65,734.76 

8,953.55 

358.14 

9,311.69 

3 

56,050.61 

8,953.55 

730.60 

9,684.15 

4 

45,979.09 

8,953.55 

1,117.97 

10,071.52 

5 

35,504.71 

8,953.55 

1,520.83 

10,474.38 

6 

24,611.35 

8,953.55 

1,939.81 

10,893.36 

7 

13,282.26 

8,953.55 

2,375.54 

11,329.09 

8 

1,500.00 

8,953.55 

2,828.71 

11,782.26 

Scrap 

Value 

1,500.00 

Total. . 

$71,628.40 

$10,871.60 

$82,500.00 

basis  of: 


15  -  287 


Table  showing  the  annual  depreciation  elements  on  the 


THE  ANNUITY  METHOD 


Age 

Value 

Interest  on  Re- 

Combined 

Depreciation 

in 

at  End 

maining  Value  of 

Depreciation 

plus  Interest 

Years 

of  Year 

Property  at  4% 

Allowance 

on  Investment 

0 

$84,000.00 

$ 

$ 

$ 

1 

75,046.45 

3,360.00 

8,953.55 

12,313.55 

2 

65,734.76 

3,001.86 

9,311.69 

12,313.55 

3 

56,050.61 

2,629.40 

9,684.15 

12,313.55 

4 

45,979,09 

2,242.03 

10,071.52 

12,313.55 

5 

35,504.71 

1,839.17 

10,474.38 

12,313.55 

6 

24,611.35 

1,420.19 

10,893.36 

12,313.55 

7 

13,282.26 

984.46 

11,329.09 

12,313.55 

8 

1,500.00 

531.29 

11,782.26 

12,313.55 

Scrap 

Value 

1,500.00 

Total.  . 

$16,008.40 

$82,500.00 

$98,508.40 

Note;  The  other  requirements  of  the  problem  have  been 
satisfied  by  the  discussion  which  precedes  this  problem. 
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PROBLOt  NO.  16 
REDEMPTION  OF  DEBT  THROUGH  THE  CREATION 
OF  A  SINKING  FUND 

Text  of  the  Problem 

A  company  proposes  to  issue.  In  July  1921,  $500,000 
5^  bonds,  to  mat\ire  July  1,  1931,  interest  payable  Janusiry  1  and 
July  1.   The  bonds  are  to  be  retired  by  means  of  a  sinking  fund 
provided  out  of  profits  at  the  end  of  each  semiannual  accounting 
period,  but  the  payments  are  to  be  made  on  the  first  day  of  the 
next  period. 

The  following  hypothetical  oases  have  been  submitted 
to  the  board  of  directors  by  the  compeuiy's  accountant,  whose 
opinion  was  sought  in  regard  to  different  methods  of  creating 
the  required  fxind: 

Hypothetical  case  No.  1.   The  sinking  fund  is  to  be 
composed  of  a  series  of  payments,  recurring  at  the  end  of  each 
semiannual  period,  each  representing  l/20th  of  the  s\im  to  be  re- 
tired, less  the  interest  earned  by  the  fund,  at  the  rate  of  4^ 
per  annum,  compounded  semiannually. 

Hypothetical  case  No.  2.   The  sinking  fund  is  to  be 

established  as  suggested  in  the  first  hjrpothetioal  case,  but 

from  time  to  time  the  funds  are  to  be  used  to  acquire  bonds  of 

other  companies,  the  income  from  which  should  be  not  less  than 
5%   per  einnum. 
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Hypothetical  case  No.  3.   The  sinking  fund  is  to  be 
established  on  the  basis  of  such  a  sum  of  money  aa ,  Invested 
periodically  at  no  less  than  4fo  per  annum  compounded  semiannual- 
ly, will  produce  the  amount  to  be  retired  at  maturity. 

Supplying  your  own  figures  to  fit  the  various  hypo- 
theses, prepare  and  submit: 

(a)  Tables  showing  how  each  hypothesis  would  work 

out. 

(b)  Comments  upon  the  value  of  the  sundry  methods. 
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Discussion  of  Problem  No.  16 

Debts  contracted  for  the  purpose  of  financing  a  poli- 
cy of  expansion  must.  In  principle,  be  repaid  out  of  the  greater 
income  which  such  expansion  secures.   Therefore,  in  theory,  it 
should  be  sufficient  to  set  aside  periodically  out  of  profits, 
such  a  sum  as  would  equal  the  debt  within  the  limit  of  life  of 
that  debt.   This  would  compel  the  portion  of  profits  needed  for 
refunding  to  stay  in  the  business,  free  from  the  danger  of  being 
distributed  to  the  stockholders  in  the  line  of  dividends. 

The  method  of  providing  for  the  redemption  of  debts 
out  of  profits  by  merely  appropriating  a  certain  portion  of  the 
net  income,  is  sound  in  theory;  it  has  the  further  advantage  of 
allowing  the  appropriated  profits  to  remain  invested  in  the 
business,  where  they  will  earn  a3  great  a  return  as  the  general 
line  of  funds  invested  for  the  fulfillment  of  the  purpose  of  the 
concern.   Unfortunately,  the  method  is  open  to  the  criticism 
that  it  is  based  on  the  assumption  that  the  present  prosperity 
of  the  concern  Issuing  the  bonds  will  remain  unaffected  by  possi- 
ble adverse  future  events  and  conditions;  it  leaves,  in  the  fi- 
nancial structure  about  to  be  erected,  an  element  of  doubt,  a 
fla-^T  which  the  investors  are  very  likely  to  consider  seriously 
before  parting  with  their  money;  it  do98  not,  necessarily.  Jeo- 
pardize the  security  of  the  investment,  but  it  ralaea  the  ghost 
of  a  compromise  through  reorganization,  ino Lead  of  presenting 
the  more  attractive  outline  of  positive  refundin,]:  at  maturity. 
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Therefore,  It  becomes  more  and  more  advisable,  as  busi- 
ness progresses  In  Its  career,  to  fund  reserves  for  the  redemp- 
tion of  debts.  Further,  the  sinking  fund  is  not  left  In  the 
hands  of  the  concern  which  has  undertaken  its  creation,  but  it 
is  paid  out  periodically  to  a  trustee  who  suiministero  it;  and 
this  appears  to  be  eminently  satisfactory  to  the  investor. 

There  axe   several  methods  of  creating  a  sinking  fund 
for  the  redemption  of  a  debt,  and  whatever  the  method  may  be, 
they  all  apply  the  economic  principle  that  the  funds  so  set  aside 
must  be  made  to  earn  their  interest  at  as  high  a  rate  as  can  be 
obtained.   Therefore,  if  the  investment  market  offers  securities 
purchasable  at  such  a  price  as  to  yield  a  greater  income  than  is 
possible  to  funds  deposited  in  a  bank,  it  is  very  probable  that 
bonds  of  other  companies  will  be  acquired  by  the  trustee  out  of 
the  funds  placed  in  his  hands.   This  is  possible  under  hypothesis 
No.  2  raised  by  the  problem,  but  not  under  hypotheses  IIos .  1  and  3. 

By  far  the  simplest  method  of  creating  and  accur;.ulatlng 
a  sinking  fund  for  the  redemption  of  a  debt,  is  to  divide  the  a- 
mount  to  be  refunded  by  the  number  of  interest  periods  contained 
in  the  life  of  the  debt,  and,  at  every  interest  period,  to  deposit 
the  resulting  sum  less  the  amount  earned  by  the  fund,  so  far,  in 
the  form  of  interest  at  a  certain  rate,  compounded  semiannually. 

The  solution  of  this  problem  presents,  under  the  caption 
"Hypothesis  No.  1,"  the  results  of  the  method  described  above. 
The  semiannual  payments  to  a  fund,  started  in  January  1922,  for 
the  redemption  of  a  debt  of  $500,000  maturing  on  July  1,  1931, 
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would  total  $405,000;  this  sum  would  be  made  to  equal  the  debt 
to  be  retired,  by  means  of  earnings  of  $95,000  resulting  from 
the  periodical  investment  of  the  funds  at  2fo  semiannually,  com- 
pounded. 

There  is  nothing  wrong  with  the  method,  except  that  it 
falls  to  meet  the  criticism  made  by  the  opponents  of  sinking 
funds,  that  they  are  unduly  harsh  to  business  enterprises  by  re- 
ducing considerably  the  earning  power  of  Tioney. 

This  objection  is  met,  in  part,  by  hypothesis  No.  2. 
This  method  attempts  to  increase  the  eetrnlng  power  of  the  sink- 
ing fund,  by  investing  money  at  a  higher  rate  through  the  medium 
of  purchases  of  securities.   The  results  of  the  method,  as  ex- 
hibited In  the  attached  solution  iinder  the  caption  "Hypotheals 
No.  2,"  parts  (a)  and  (b),  are  quite  different  from  the  results 
of  the  first  method. 

(1)  Regular  payments  into  the  fund $401,428.92 

(2)  Interest  purchased: 

Paid  out $   150.00 

Refunded 15Q.00      

(3)  Premiums  paid  out  of  fund: 

On  securities  sold $   513.00 

On  securities  held  to  maturity 1, 587. QQ 

Total $  2,100.00 

Premiums   recovered   through  sale  price    129.00 

Balance  paid   out $   1,971.00 

Premiums    refunded   to   fxmd 1.971.00  — 
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(4-)  Par  of  securities  paid  out $50,000.00 

Par  of  securities  recovered 50.000.00 

(5)  Interest  on  fund $86,321.08 

Interest  on  securities 12,250.00 

Total  interest 98,571.08 

Total  fund $500,000.00 

Therefore,  throusrh  the  application  of  a  financial  policy  in  the 
administration  of  the  fund,  a  exm   of  $3,571.08  has  been  salvaged 
out  of  the  loss  which  the  opponents  of  sinking  funds  claim  to 
have  been  suffered  by  the  company,  through  the  very  creation  of 
the  fund,  and  said  to  represent  the  difference  between  the  per- 
centage of  the  company's  usual  rate  of  income  on  its  invested 
capital,  and  the  rate  earned  by  the  sinking  fund. 

While  the  results  of  the  second  method  are  satisfac- 
tory from  the  point  of  view  of  its  general  theory,  they  are  not 
as  scientific  as  they  might  be.   It  is  obvious  that,  by  allowing 
the  premium  paid  on  securities  to  remain  as  part  of  the  invest- 
ment until  the  bonds  are  either  sold  or  redeemed  at  maturity, 
the  loss  of  the  premium  is  made  to  fall  in  one  period.   This  dis- 
turbs materially  the  status  of  the  rePTjlaj  cash  instalment,  and, 
besides,  treats  as  interest  Income  an  element  of  cost  of  the  in- 
vestment which,  speaking  from  the  point  of  view  of  principles  of 
finance,  is  not  income  in  any  sense  of  the  word.   Therefore,  If 
we  were  to  be  accurate  to  the  last  degree  in  the  handling  of 
sinking  funds,  we  ought  to  amortize  to  par  the  premiums  paid  on 
investments,  and  accumulate  to  par  the  discounts  received. 
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To  Illustrate  what  I  have  In  mind,  I  submit  a  table  showing 

what  true  interest  would  be  on  the  X  bonds,  purchased  on  January  1, 
1923,  and  sold  on  September  1,  1927.   This  schedule  shows  how  the 
eventual  loss  of  $384  which  under  hypothesis  No.  2  must  be  refunded  by 
the  company  to  the  trustee,  when  it  occurs,  is  absorbed  periodically 
under  the  tenets  of  the  theory  of  amortization. 

COST  OF  X  BONDS 


On  the  basis  of  Amortization  of 

Premiiims 

Loss 

Amorti- 

Profit 

zation  oi 

* 

Sale 

on 

on 

Cost 

Cost   to  Par       Balance 

Price 

Sale 

Sale 

1923 

Jan. 

1 

$10,513. 

00        $ 

$        

n 

July 

1 

37.17 

10,475.83 

1924 

Jan. 

1 

38.11 

10,437.72 

n 

July 

1 

39.06 

10,398.66 

1925 

Jan. 

1 

40.04 

10,358.62 

It 

July 

1 

41.04 

10,317.58 

1926 

Jan. 

1 

42.07 

10,275.51 

n 

July 

1 

43.12 

10,232.39 

1927 

Jan. 

1 

44.19 

10,188.20 

n 

July 

1 

45.30 

10,142.90 

1927 

Sep. 

1 

1/3   13.90 

10,129.00 

$10,129.00 

—  "■•" 

—  —  — 

INCOME  ON   X  BONDS 

On   the  basis   of   Amoi 

•tlzation  of 

Premiums 

Amorti- 

Nominal               Effective 

zation 

6fo  on 

Par              5% 

on  Cost 

Dr. 

Cr. 

Bal. 

$ 

$     — 

$ 

^  _  ^      ^  ^ 

37.17 

300. 

00                     i 

262.83 

38.11 

300. 

00                     i 

261.89 

39.06 

300. 

00                     i 

260.94 

40.04 

300. 

00                      i 

259.96 

41.04 

300. 

00 

258.96 

42.07 

300. 

,00               : 

257.93 

43.12 

300. 

00                      i 

256.88 

44.19 

300. 

00                     i 

255.81 

45.30 

300. 

,00                     i 

254.70 

13.90 
$384.00 

100. 

00 

86.10 

$2,800. 

,00               $2, 

416.00 
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A  third  method  of  creating  a  sinking  fund  for  the  re- 
demption of  a  debt  is  to  find  such  a  sum  of  money  as,  invested  at 
every  interest  period  at  a  given  rate  of  interest,  compounded, 
will  produce  the  required  sum  at  the  end  of  the  life  of  the  in- 
vestment. 

The  method  is  simplicity  itself,  and  it  works  very  well, 
in  that  the  sinking  fund  instalment  is  always  the  same  (see  solu- 
tion, hypothesis  No.  3).   It  has,  however,  one  objection:  unless 
the  annuity  is  figured  at  a  high  rate  of  interest,  and  the  fund 
can  be  invested  at  such  a  rate  (which  is  doubtful),  it  is  a  very 
costly  proposition;  at  least  from  the  point  of  view  of  those  who 
believe  that  all  sinking  funds  amount  to  malpractice  of  account- 
ancy , 

You  may  have  received,  from  the  foregoing,  the  impres- 
sion that  a  sinking  fund  created  for  the  redemption  of  a  debt  is 
perfectly  capable  of  fulfilling  its  purpose  irrespective  of  the 
creation  of  a  reserve  out  of  profits.   This  is  quite  true;  if  we 
speak  of  results  only,  it  is  not  at  all  necessary  to  have  a  re- 
serve coexisting  with,  and  at  all  times  equivalent  to,  the  fund. 
Still,  the  theory  of  the  fund  is  so  closely  connected  with  the 
setting  aside  of  profits  that  it  is  not  ea^y  to  see  how  one 
should  exist  without  the  other.   If  the  sinking  fund  is  supposed 
to  represent  profits  accumulated  in  liquid  form  and  dedicated  to 
a  certain  purpose,  th^re  should  be  in  the  surplus  a  subdivision 
capable  of  showing  positively  the  same  amount  of  profits  separa- 
ted from  the  free  surplus,  and  asserting  that  the  debt  to  be  re- 
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tired  is  being  provided  for  out  of  income.   Of  course,  when  the 
fund  has  equaled  the  debt,  the  latter  is  liquidated,  the  fund  is 
spent,  and  the  reserve  still  remains  to  be  disposed  of;  and  there 
is  nothing  to  do  but  to  return  the  reserve  to  the  surplus  from 
which  it  came.   It  cajinot  be  objected  to  that  such  a  treatment 
exposes  the  reserve  to  be  declared  sis  dividends,  because  the  di- 
rectors have  a  perfect  right  to  do  such  a  thing.   The  repayment 
of  a  debt  through  profits  has  not  made  the  profits  disappear;  the 
profits  have,  in  fact,  been  made  to  acquire  the  assets  by  remov- 
ing the  lien  attaching  to  them.   Still,  as  it  is  supposed  that 
the  great  question  of  conservatism  will  ever  be  raised  in  account- 
ing matters,  it  may  be  said,  for  the  benefit  of  those  who  object 
to  the  reserve  being  made  to  lose  its  identity,  that  all  that  is 
necessary  Is  to  leave  it  as  it  stands,  after  its  name  has  been 
slightly  changed.   Instead  of  calling  the  account  "Reserve  for 
the  Redemption  of  Debts,"  they  may  call  it  "Surplus  Used  to  Ac- 
quire Assets,"  or  "Surplus  Used  to  Repay  Liens  Against  Assets"; 
or  they  may  give  it  any  other  name  that  will  satisfy  their  sense 
of  propriety.   When  all  is  said  and  done,  the  reserve,  having  ac- 
complished its  mission,  is  free  surplus,  and  can  be  distributed 
as  such,  without  violation  of  a  single  principle  of  finance  or 
economics,  or  law,  or  business  practice. 

So  far  as  the  balance  sheet  is  concerned,  the  question 
Is:  What  kind  of  an  asset  is  the  sinking  fund  for  the  redemption 
of  a  debt?   It  is  undoubtedly  not  an  operating  asset,  since  the 
debt  for  the  redemption  of  which  It  Is  created  is,  in  no  sense  of 
the  word,  an  operating  liability.   It  is  in  fact  a  capital  asset 
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oppossd  to  the  capital  liability  which  it  will  eventually  retire. 
There  would  be  some  sense  in  deducting  the  asset  from  the  lia- 
bility in  the  short  column  of  the  balance  sheet,  and  extending 
the  balance  of  the  liability  as  portion  of  the  liability  not  as 
yet  provided  for;  but  there  would  be  no  sense  in  treating  the 
sinking  fund  as  a  current  asset. 

If  the  fund  is  made  up  of  cash,  securities  of  other 
companies,  and  bonds  of  the  company  presenting  the  balance  sheet, 
the  latter  securities  can  be  deducted  from  the  amount  of  bonds 
representing  the  liability  to  be  retired,  upon  the  ground  that 
the  amount  held  is,  to  all  intent  and  purpose,  practically  re- 
deemed. 

Still,  if  we  do  this  for  bonds  of  a  company  held  in 
its  own  sinking  fund,  there  is  really  very  little  reason  why  we 
should  not  deduct  from  the  liabilities  all  the  assets  held  as 
pledges  by  the  creditor.   This  would  eventually  make  our  balance 
sheet  a  statement  of  equities:  we  know  that  such  is  not  the  pur- 
pose of  the  balance  sheet. 
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Solution  of  Problem  Ho.  16 


Hypothesis  No.  1 

STATEMEU 

T  SHOWING  THE 

COMPOSITION  OF  THE  SINKING  FUND 

AT  ITS 

SUNDRY  PERIODS 

Interest  on  the 

Amount  of 

Semiannual 

Sinking  Fund  at 

Sinking  Fund 

Periods 

Instalment 

2%   Semiannually, 

at  beginning 

Paid  into 

at  end  of  each 

of  each  semi- 

1 

Sinking  Fund 
$  25,000.00 

period 

ann\ial  period 

1922 

Jan. 

$   

$  25,000.00 

n 

July 

1 

24,500.00 

500.00 

50,000.00 

1923 

Jan. 

1 

24,000.00. 

1,000.00 

75,000.00 

n 

July 

1 

23,500.00 

1,500.00 

100,000.00 

1924 

Jan. 

1 

23,000.00 

2,000.00 

125,000.00 

n 

July 

1 

22,500.00 

2,500.00 

150,000.00 

1925 

Jan. 

1 

22,000.00 

3,000.00 

175,000.00 

•1 

July 

1 

21,500.00 

3,500.00 

200,000.00 

1926 

Jan. 

1 

21,000.00 

4,000.00 

225,000.00 

n 

July 

1 

20,500.00 

4,500.00 

250,000.00 

1927 

Jan. 

1 

20,000.00 

5,000.00 

27  5,000.00 

n 

July 

1 

19,500.00 

5,500.00 

300,000.00 

1928 

Jan. 

1 

19,000.00 

6,000.00 

325,000.00 

n 

July 

1 

18,500.00 

6,500.00 

350,000.00 

1929 

Jan. 

1 

18,000.00 

7,000.00 

375,000.00 

n 

July 

1 

17,500.00 

7,500.00 

400,000.00 

1930 

Jan. 

1 

17,000.00 

8,000.00 

425,000.00 

• 

July 

1 

16,500.00 

8,500.00 

450,000.00 

1931 

Jan, 

1 

16,000.00 

9.000.00 

475,000.00 

n 

July 

1 

15,500.00 

9,500.00 

500,000.00 

$405,000.00 

$95,000.00 

lfc-300 
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"raneactions   in  Bonds  of  Otl 

er  Coffipanle 

U) 

STATEllEUT 

SHOWIKG  THE 

COMPOSITION 

OF  THE  BIKXIHO  FUHD  -  CASH 

Aasuced  1 

_§• 

Jar.. 

J, 

1923  Purotiaeel  10    X  Bond 

a,  6?.  Jan. 

and  July   1  - 

due  Jan. 

1929   at   105.13 

July 

1, 

1924            " 

25  V        " 

65      " 

1  . 

(1           n 

1930    "      105.49 

Sep. 

1, 

1926 

15  E        " 

6f.     " 

»        "       1  - 

ft           n 

1928    "     101.43  anci  accrued  Interest 

1, 

li27   Sold 

10    X        " 

6>      " 

1  . 

n          n 

1929    "     101.29      " 

" 

DEBITS 

CUES 

1   TS 

B  A  I, 

A  11  C  E 

Payment  tc 

Fund  for 

Regular 

Refunds 

LosBee   of 

Proceede 

Cancela- 

Interest 

Interest 

Purchases 

Rircbases 

Date 

Caab  In- 

of 

Frem.    at 

of  Sale 

tion  of 

on 

on 

Total 

Date                  of 

of              Total 

Date 

Amount 

atalfiients 

Interest 

Sale  cr 

of  Securi- 

3e^'iritiea     Securi- 

Fund 

Debits 

Securities 

Interest     Credits 

- 

$  25,000.00 

Purchaeed 

at  Kat. 

tiea 

at  Hat. 

ties 

$        " 

1922  Jan. 

$ 

i 

$ 

$ 

$  25,000.00 

$ 

$               $ 

1922  Jan. 

1   $  25.000.00 

"     July 

24,500.00 

500.00 

25,000.00 

"    July 

1       50;000.00 

J?J3  Jar.. 

24,000.00 

1,000.00 

25,000.00 

1923  Jan.   1     10,513.00 

10,513.00 

1923  Jan. 

1        04,487.00 

■■     July 

23,410.26 

300.00 

1,269.74 

25,000.00 

89,487.00 

19?4  Jan. 

22,910.26 

300.00 

1,769.74 

25,000.00 

114,467.00 

"     July 

22,410.26 

300.00 

2,289.74 

25,000.00 

1924  July  1      26,372.50 

26,372.50 

113,114.50 

192^  Jan. 

21,687.71 

1,050.00 

2,262.29 

25,000.00 

138,114.50 

"     July 

21,187.71 

1,050.00 

2,762.29 

25,000.00 

163,114.50 

1926  Jan. 

20,687.71 

1,050.00 

3,252.29 

25,000.00 

188,114.50 

"     July 

20,187.71 

1,050.00 

3,762.29 

25,000.00 

1926   Sep.    1      15,214.50 

150.00     15,364.50 

213,114.50 
197,750.00 

1327  Jan. 

150.00 

150.00 

"     Jan. 

19,695.00 

1,350.00 

3,955.00 

25,000.00 

222,900.00 

"     July 

19,042.00 

1,500.00 

4,458.00 

25,000.00 

247 ,900 .00 

"     Sep. 

384.00 

10,129.00 

(1)100.00 

10,613.00 

258,513.00 

1928  Jan. 

(2)18,600.50 

1,200.00 

5,099.50 

(3)24,900.00 

283,413.00 

"     Jan. 

214.50 

15,000.00 

15,214.50 

298,527.50 

"     July 

18,277.45 

750.00 

5,972.55 

25,000.00 

323,627.50 

1929  Jan. 

17.777.45 

750.00 

6,472.55 

25,000.00 

348,627.50 

"     Julv 

17,277.45 

750.00 

6,972.55 

25,000.00 

373,627.50 

1330  Jan. 

16,777.45 

750.00 

7,472.55 

25,000.00 

"     Jan. 

1,372.50 

25,000.00 

26,372.50 

425,000.00 

"     July 

16,500.00 

8,500.00 

25,000.00 

450,000.00 

1931  Jan. 

16,000.00 

9,000.00 

25,000.00 

475,000.00 

"     July 

15,500.00 

9,500.00 

25,000.00 

500,000.00 

$401,428.92 

$150.00 

$1,971.00 

$10,129.00 

$40,000.00 

$12,250.00 

$86,321.08 

$552,250.00 

$52,100.00 

$150.00  $52,250.00 

$500,000.00 

,1)    Interest    sold  ivith  aecuritlea. 

2)  Fund  leae  interest   aold  already  collected. 

3)  Rag-Jar    Inatalnent  leas    $100   for    Intereet    already  collected. 
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191 
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192 
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Hypotheela  Mo.   2  -  Contlpued 

(R)    BTITCMCTT  SHOWIMO   THE   COUFOSITIOll  OF   THE  SimiHG  FMn  -   SECUHITIEa 

AUD  TEE  TOUL  OF  THE  FUHII 
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CREDITS 


Cost 
Deacrlption      of      Interest    Total 
Bonds   Purchased    Debits 


B  k  L   A  a  C  T. 


Loss  of 
Partlculaxs  Prooeeda       Receipt         Refund         Prem.   on 

of  of  at  of  Int.       Salea  or         Total 

Sales  Sales         Maturity     Purchased     at  Uat.         Credits 


$  $ 

lOX  at  105.13     10,513.00 

25V  "     105.49     26,372.50 


1922  Jan.  1 
"     July  1 

1923  Jan.   1  lOX  at  105.13     10,513.00  10,513.00 
"     July  1 

1924  Jan.  1 
"     July  1   25V  "     105.49     26,372.50  26,372.50 

1925  Jan.  1 

■  July  1 

1926  Jan.  1 
"     July  1 

•     Sep.   1   15E   ■     101.43     15,214.50        150.00        15,364.50 
192 (  Jan.   I 

"     July  1 

'     Sep.  1 
1926  Jan.  1 

'     July  1 

1929  Jan.  1 

■  July  1 

1930  Jan.  1 
"    July  1 

1931  Jan.  1 

"     July  1    


1927  Jan.   I  Refund  of  Int. 

"      Sep.   I  lOT  at  101.29       10,129.00 

1928  Jan.  1  15E  »     par  15,000.00 


1930  Jan.  1  25V 


25,000.00 


384.00     10,513.00 
214.50     15,214.50 


1,372.50     26,372.50 


1922  Jan.  1 
"     July  1 

1923  Jan.  1 
"     July  1 

1924  Jan.  1 
"     July  1 

1925  Jan.  1 
"     July  1 

1926  Jan.    1 

■  July  1 
"     Sep.   1 

1927  Jan.  1 
•  July  1 
"     Sep.  1 

1926  Jan.  1 

"     July  1 

1929  Jan.  1 

■  July  1 
19X  Jan.  1 

"     July  1 

1931  Jan.  1 

'     July  1 


Slnk'g  Fund 
Cash  and 
Amount      Slnlc'g  Fund 
SeouTltlea 


$  25,000.00 
50 ,000 .00 
75,000.00 
100,000.00 
125,000.00 
150,000.00 
175,000.00 
200 ,000 .00 
225,000.00 
250,000.00 
250 ,000 .00 
275,000.00 
300,000.00 
300,000.00 
325,000.00 
350 ,000 .00 
375,000.00 
400,000.00 
425,000.00 
450,000.00 
475,000.00 
500,000.00 


10,513.00 
10,513.00 
10,513.00 
36,885.50 
36,885.50 
36,685.50 
36,885.50 
36,865.50 
52,250.00 
52,100.00 
52,100.00 
41,587.00 
26,372.50 
26,372.50 
26,372.50 
26,372.50 


$52,100.00      $150.00      $52,250.00 


$10,129.00    $40,000.00      $150.00       $1,971.00   $52,250.00 


n 


16   -  302 


Hypothesia  Ho.   3 


STATEMENT  SHOWING  THE  COMPOSITION 

OF  THE  SIiniING 

FUND 

• 

(CASH  ONLY) 
Semiannual 

Actual 
Semianniial 

Total 

Date 

Semiannual 

Accretion  of 

Cost  or  Pay- 

at end 

Payment  to 

Interest  to 

ment  plus  Int , 

of  each 

1 

SlnkinK  Fund 

Sinking  Fund 

Accumulations 

period 

1922 

Jan. 

£. 

n 

July 

1 

21,890.88 

—  .. 

21,890.88 

21,890.88 

1923 

Jan. 

1 

21,890,83 

437.82 

22,328.70 

44,219.58 

n 

July 

1 

21,890.88 

884.39 

22,775.27 

66,994.85 

1924 

Jan. 

1 

21,890,88 

1,339.90 

23,230.78 

90,225.63 

n 

July 

1 

21,890.88 

1,804.51 

23,695.39 

113,921.02 

1925 

Jan. 

1 

21,890.88 

2,278.42 

24,169.30 

138,090.32 

n 

July 

1 

21,890.88 

2,761.81 

24,652.69 

162,743.01 

1926 

Jan, 

1 

21,890.88 

3,254.85 

25,145.73 

187,888.74 

n 

July 

1 

21,890.88 

3,757.77 

25,648.65 

213,537.39 

1927 

Jan. 

1 

21,890,88 

4,270.75 

26,161.63 

239,699.02 

n 

July 

1 

21,890,88 

4,793.99 

26,684.87 

266,383.89 

1928 

Jan. 

1 

21,890.83 

5,327.69 

27,218.57 

293,602.46 

■ 

July 

1 

21,890.88 

5,872.05 

27,762.93 

321,365.39 

1929 

Jan. 

1 

21,890.88 

6,427.31 

28,318.19 

349,683.58 

R 

July 

1 

21,890.88 

6,993.68 

28,884.56 

373,5o8.l4 

1930 

Jan. 

1 

21,890.88 

7,571.37 

29,462.25 

403,030.39 

■ 

July 

1 

21,890.83 

8,160.62 

30,051.50 

438,081.89 

1931 

Jan, 

1 

21,890.88 

8,761.65 

30,652.53 

468,734.42 

n 

July 

1 

21,890.88 

9,374.70 

31,265.58 

500,000.00 

$415,926.72 

$84,073.28 

$500,000.00 

PROBLEM     N  0.    17 

AMORTIZATION  OF   PRELIIUM  ON  BOIIDS  AlTD   THE 
ACCUIiULATIOK   OF  DISCOUIO'S  Oil   BOinPS 
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PROBLEM  NO.  17 

AMORTIZATION  OF  PREMIUll  ON  BONDS  AND  THE 

ACCUMULATION  OF  DISCOUNTS  ON  BONDS 

Text  of  the  Problem 

1,  The  minute  books  of  a  life  Insurance  company  show 
that,  at  a  meeting  held  on  December  15,  1919,  the  company's 
treasurer  was  authorized  to  purchase  5,000  A.E.R.  6^  bonds, 
maturing  July  1930,  interest  payable  January  1  and  July  1,  when- 
ever they  can  be  acquired  at*  such  a  rate  as  to  yield  5^. 

The  company's  financial  records  show  that  the  bonds 
were  acquired  on  January  1,  1920. 

What  should  their  cost  have  been? 

Build  up  the  bond  Investment  account,  and  the  interest 
on  Investment  account,  for  the  period  covered  by  the  life  of  the 
bonds,  in  order  to  show  the  process  of  amortization  of  the  pre- 
miums to  par . 

2.  Assume  that  the  company's  requirements  had  been  the 
acquisition  of  5,000  5^  bonds  (same  maturity  and  interest  date) 
at  such  a  rate  as  would  yield  6%, 

Supply  the  same  line  of  information  as  required  in  the 
foregoing. 
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Discussion  of  Problem  No.  17 

The  question  of  the  true  Income  from  investments  will 
forever  remain  one  of  great  Interest  to  the  Investor,  for  It  can 
readily  be  Imagined  that,  \inder  certain  conditions,  a  man  who 
spends  as  income  precisely  what  he  nominally  receives  as  such 
may  be  expending,  in  fact,  both  income  and  capital,  the  latter 
partially  or  in  full. 

Let  us  assvune  that  an  Investor  has  acquired  100  shares 
of  the  capital  stock  of  a  company  whose  assets  are  of  the  wast- 
ing type;  that  the  company  issuing  the  stock  makes  no  provision 
out  of  earnings  for  the  retirement  of  the  stock  at  the  time  of 
the  complete  exhaustion  of  the  land  producing  the  wealth,  and 
that  dividends  are  regularly  paid.  Obviously,  if  the  stock- 
holder does  not  set  aside  a  portion  of  his  dividends,  to  be  in- 
vested at  every  dividend  period,  on  such  a  basis  as  will  produce 
the  cost  value  of  the  stock  during  the  exploitation  life  of  the 
wasting  assets,  he  will  have  lost  his  capital,  that  is  to  say, 
he  will  have  consumed  it  through  a  fallacious  income. 

Assume,  further,  that  an  investor,  desirous  of  living 
on  the  income  from  his  capital  represented  by  $240,000  cash, 
purchases  7^  bonds  maturing  in  twenty  years,  with  semiannual 
interest  periods,  and  pays  for  them  $236,120,  at  which  price  the 
bonds  would  yield  5^^.  At  every  semiannual  Interest  period,  the 
interest  coupons  will  produce  $7,000,  that  is  to  say,  3.50^  on 
par  and  2.75^  on  cost.  Our  investor  understands  perfectly  well 
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that  there  is  a  difference  between  nominal  interest  and  yield; 
but  not  troubling  himself  with  the  exact  meaning  of  the  differ- 
ence, he  spends  the  $14,000  which  he  receives  yearly  from  his 
investment;  he  will  find,  at  the  end  of  twenty  years,  that  he 
has  actually  consumed  over  15^  of  his  capital  throxigh  so-called 
income , 

Lastly,  assume  that  a  testator  leaves  $250,000  cash 
In  trust,  with  instructions  to  invest  the  estate's  cash  funds 
in  bonds,  to  pay  the  income  to  X  for  life,  the  corpus  of  the 
estate  to  revert  to  Y  at  X's  death.  The  trustees  purchase  7^ 
bonds,  maturing  in  twenty  years,  with  two  semiannual  interest 
periods,  paying  for  them  $236,120.  We  have  here  a  very  interest- 
situation:   either  X  will  receive  $14,000  income  annually,  and 
the  corpus  of  the  estate  will  thereby  be  reduced  by  $36,120;  or 
X  will  receive  as  Income  such  a  sum  (smaller  than  $14,000)  as 
will  permit  of  the  periodical  repayment  into  the  corpus,  of  the 
difference  between  the  cost  of  the  investments  and  the  amount 
which  will  be  received  at  maturity  of  the  Investment,  in  the 
event  that  this  maturity  will  coincide  with  the  death  of  the 
life-tenant . 

Conversely,  if  the  trustees  had  acquired  200  b"^.-   bonds 
of  the  same  maturity  and  interest  periods  as  the  ones  referred 
to  above,  and  had  paid  for  them  $176,880,  either  X  would  receive 
an  income  of  $14,000,  and  the  remainder-man  would  find  his  in- 
heritance increased  by  $23,120  at  the  expense  of  the  life-tenant, 
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or  X  would  receive  as  Income  such  a  sum  (greater  than  $14,000) 
as  would  permit  the  periodical  accumulation  In  the  corpus  of  the 
estate,  of  the  remainder -man' a  right  to  receive  $23,120  addi- 
tional at  the  maturity  of  the  investment,  provided  such  maturity 
coincided  with  the  death  of  X. 

You  perceive  that  both  the  premiums  suffered  and  the 
dlscoxints  received  on  bonds  have,  so  far  as  the  investor  Is  con- 
cerned, a  meaning  generally  connected  with  the  terms  loss  and 
gain;  that  they  have  a  closer  connection  with  the  term  Income, 
as  distinguished  from  yield;  and  that  it  may  happen  that  the 
terms  mean,  in  one  case  not  a  loss,  but  an  advance  payment,  and 
in  the  other  case  the  right  to  record  am   asset  to  be  received 
at  a  future  period. 

Before  going  deeper  into  the  theory  of  discounts  and 
premiums,  it  may  be  well  to  differentiate  between  investors. 

A  and  B  each  have  a  fortune  of  $200,000;  they  have 
retired  from  business  and  could  live  comfortably,  according  to 
their  standards,  on  the  interest  of  their  money  if  the  latter 
were  left  in  a  bank  at  4^  Interest  annually.  A,  however,  is  not 
satisfied,  and  believes  that  by  buying  and  selling  bonds  at  the 
proper  time,  he  can  Increase  his  income  very  materially,  and 
even  increase  his  capital  through  profits  obtained  on  the  rise 
or  fall  of  the  securities  which  he  intends  to  manipulate.   B 
has  a  steadier  view  of  investments.  While  satisfied  with  his 
present  condition,  he  is  looking  for  the  offering, on  the  market 
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Of  very  long  terni  bonds  at  such  a  price  as  v/ould  yield  him  a 
steady  income  of,  say,  5-^.   If  he  finds  such  an  investment,  he 
is  firmly  resolved  to  make  no  further  change  in  the  future,  and 
to  hold  all  tonds  until  their  maturity,  or  until  his  demise. 

We  have  established  the  line  of  demarcation  between 
different  types  of  investors,  A  is  not  an  investor  in  the  proper 
sense  of  the  word:   he  is  a  speculator;  B  is  the  true  investor. 
A  has  nothing  to  do  with  premiums  or  discounts  on  bonds,  other 
than  to  realize  that  his  profits  or  his  losses  on  the  manipula- 
tion of  his  so-called  Investments  will  represent  the  difference 
between  the  premium  paid  for  and  subsequently  sold,  or  the  dis- 
count received  and  subsequently  sold,  B  must  be  very  careful  to 
amortize  the  excess  cost  of  his  securities  over  their  par  value, 
and  to  do  so  in  such  a  manner  that  his  securities  will  produce 
at  every  semiannual  interest  period,  precisely  the  expected 
yield,  neither  more  nor  less. 

Returning  to  the  theory  of  premiums  and  discounts:   to 
the  speculator  and  to  the  occasional  investor,  premiums  on  bonds 
are  losses  to  be  reckoned  with  at  some  future  time;  to  the  true 
investors,  premiiuns  on  bonds  are  not  a  loss;  they  represent  a 
payment  above  par,  made  by  him,  presuiiiably  for  the  privilege  of 
being  permitted  to  make  an  investment,  safe  in  every  respect, 
and  guaranteeing  a  rate  of  Income  which  is  all  the  more  attract- 
ive because  it  will  remain  the  same  for  a  long  period  of  quarters 
of  years,  half-years,  or  years.  This  advance  payment  is  to  be 
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returned  to  him  in  the  form  of  an  annuity,  that  is  to  say,  a 
series  of  payments,  coincident  with  the  Interest  periods  con- 
tained in  the  life  of  the  bonds.  Each  member  of  the  annuity 
(or  each  payment)  is  the  difference  between  the  nominal  Interest 
received  on  par  (as  per  the  face  of  the  Interest  coupons)  and 
the  effective,  or  expected.  Interest  on  cost,  that  is  to  say, 
par  plus  premium.   It  is.  In  fact,  a  sum  of  money  always  the 
same,  received  at  every  Interest  period,  Increased  from  period 
to  period  in  the  amount  of  Interest  earned  by  the  previous 
members  considered  as  a  f\ind  deposited  at  the  same  rate  as  the 
investment  is  expected  to  yield.  To  be  more  specific,  if  we 
have  paid  $1,077.90  for  a  ten-year,  semiannual  6^  bond  acquired 
to  produce  5^,  we  will  receive  on  the  first  interest  period  $30 
(for  six  months)  which  will  be  the  nominal  interest  on  the  par 
of  the  bonds;  but^^s  we  expected  the  bonds  to  yield  2^%   semi- 
annually on  theii-  CO  3t  which  is  greater  than  par,  our  true  in- 
come, otherwise  teferred  to  as  effective  interest,  can  only  be 
$26.95.  Therefore,  the  amount  of  $30  received  by  vis  contains 
our  true  Income,  and  besides,  a  refund  of  $3,06  to  apply  against 
our  premlxira  of  $77.90. 

If  we  divided  the  premium  by  the  number  of  periods  of 
bond  life,  we  would  see  that  this  premium  could  be  repaid  to  us 
in  twenty  Instalments  of  $3.89^  each.  But  this  would  leave  our 
Income  at  a  figure  which  would  never  be  the  true  desired  income. 
The  amount  which  we  actually  receive  is  a  smaller  sum  which, 
presumably  Invested  at  compound  interest,  at  the  effective  rate 
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of  the  Investment,  as  often  as  there  are  interest  periods  to  the 
bonds,  will  produce  the  greater  sum. 

Conversely,  if  we  had  paid  $844.10  for  a  ten-year  bond, 
bearing  Interest  at  3/^  annually,  serai-interest  coupons,  we  would 
have  a  yield  of  5^.  Therefore,  as  true  investors,  we  would  have 
the  duty  to  consider  that  the  discount  of  $155.90  is  not  a  gain 
of  the  period  of  purchase,  but  a  right  maturing  at  the  end  of 
twenty  periods  of  bond  life,  and  recordable  proportionately  at 
the  end  of  every  interest  period.  Therefore,  at  each  interest 
period  oxir  true  income  would  be,  first  the  nominal  interest  re- 
ceived, second  the  proportion  of  the  recordable  right  to  receive 
$155.90  additional  at  the  end  of  twenty  periods.  Hence,  this 
right  to  receive  a  sum  greater  than  the  sum  paid  is  a  series  of 
rights,  properly  termed  annuity,  and  subject  to  the  same  compound 
interest  rules  and  rates  as  the  premium  annuity. 

We  have  ascertained  that,  at  every  interest  period,  the 
difference  between  nominal  and  effective  interest  is  an  annuity 
instalment  which,  as  the  bonds  progress  towards  maturity,  is 
always  greater  than  the  previous  instalment  in  the  amount  of  com- 
pound Interest  earned  during  the  period  just  expired;  therefore, 
we  have  laid  the  foundation  upon  which  to  base  our  computations 
for  ascertaining  the  probable  cost  of  bonds  to  be  acquired  for 
the  production  of  a  desired  yield;  and  we  have  the  means  of 
doing  80  without  resorting  to  algebraic  formulae;  all  we  need,  in 
fact,  is  the  ability  to  theorize  about  an  annuity  member. 

Assume,  then,  that  information  is  required  as  to  the 
price  to  be  paid  for  50  five-yeax  5^  bonds,  ten  interest  periods. 
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If  It  is  desired  to  acquire  them  at  such  a  rate  as  will  produce 
4^.  The  reasoning  is  perfectly  simple,  and  the  computation 
equally  so.  Let  us  see: 

On  the  day  of  maturity  of  the  bonds,  there  will  be  re- 
ceived, besides  the  par  value  of  the  bonds  ($50,000),  nominal 
interest  at  2^  on  par,  that  is  to  say,  $1,250;  while  our  ex- 
pectation was  not  2-^  on  par,  but  2^  on  cost,  which  cost  is  un- 
known. 

Theoretically,  however,  on  the  day  of  maturity  of  the 
bonds,  both  par  and  cost  are  equal,  and  they  have  been  equalized 
by  the  receipt  of  the  last  instalment  of  an  annuity  also  unknown. 
Therefore,  if  we  oppose  to  the  $1,250  received  as  nominal  in- 
terest, the  effective  income  of  $1,000  (representing  Z^fo   on  cost  . 
equivalent  to  par),  we  obtain  a  difference  of  $250  which,  when 
considered  in  the  light  of  the  theory  of  annuities,  can  be  no- 
thing more  than  what  the  annuity  would  be  if  any  payment  were 
due  when  cost  and  par  are  equal.  As  annuity  members,  when  con- 
sidered in  the  retrospect,  contain  the  sum  certain  plus  interest 
at  the  effective  rate,  it  is  evident  that  by  removing  the  in- 
terest contained  in  our  difference  of  $250,  we  will  obtain  the 
previous  annuity  instalment  (that  is  to  say,  the  last  instalment) 
of  our  premium,  paid  on  the  above-mentioned  bonds,  which  will 
positively  reduce  cost  to  par.   In  other  words,  we  will  obtain 
the  amount  which,  added  to  par,  would  constitute  the  remainder 
of  the  cost  of  the  investment  at  the  beginning  of  the  last 
period  of  their  life. 
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Therefore,  $250  divided  by  102  (i.e.,  annuity  lOOf., 
interest  2^.)  will  produce  $245.09.   If  we  keep  on  dividing  each 
annuity  member  so  found  by  102,  we  will  soon  have  the  ten  annuity 
payments  which  we  are  to  receive  during  the  life  of  the  bonds. 
Their  sum  will  be  $2,245.64,  which  added  to  par,  would  give  the 
cost  of  the  securities  as  $52,245.64. 

Now  if  we  look  at  bond  tables,  we  will  find  that  a 
five-year  bond,  ten  interest  periods,  producing  nominally  5'^c, 
but  with  a  desired  yield  of  4fj,  would  cost  $1,044,90,  Therefore, 
according  to  the  tables,  the  cost  of  50  bonds  would  be  $52,224.50. 
The  difference  of  a  few  dollars  is  only  a  question  of  decimals, 
and  has  no  importance  whatever. 

If  we  remember  the  difference  between  a  premium  and  a 
discount  annuity,  which  is  that  a  premium  annuity  is  an  actual 
refund  of  a  prepayment,  while  a  discount  annuity  is  the  receipt 
of  a  recordable  right  to  receive  at  a  future  period,  we  will 
obtain  cost  based  on  a  yield  greater  than  the  nominal  rate,  as 
easily  as  we  have  been  able  to  obtain  cost  based  on  a  yield 
smaller  than  the  nominal  rate.  The  only  difference  will  be  that 
in  the  case  of  a  discount  we  will  deduct  the  sum  of  the  annui- 
ties from  par,  instead  of  adding  it  to  par. 

What  I  have  described  to  you  in  the  foregoing  is  the 
theory  of  the  amortization  of  premiums,  and  of  the  accumulation 
of  discounts.   This  theory  maist  be  applied  in  every  instance 
where  the  requirements  of  a  concern  in  the  matter  of  a  positive 
yield  on  investments  cannot  be  fulfilled  by  usual  methods. 
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You  and  I  understand  perfectly  well  that  the  average 
concern,  investing  in  securities  occasionally,  because  it  has 
surplus  funds  which  for  the  present  cannot  be  profitably  in- 
vested in  the  business,  has  no  use  whatever  for  a  theory  which 
compels  the  scientific  amortization  of  premiums  or  the  accumula- 
tion of  discotints  through  interest.   If  it  retains  its  invest- 
ments for  a  rather  protracted  period,  it  can,  if  it  wants  to, 
reduce  the  amount  of  the  premium  on  bonds  by  periodical  equal 
charges  to  revenue,  or  it  may  leave  it  alone  to  be  reckoned  with 
at  the  time  the  bonds  are  disposed  of.  But  we  also  understand 
that  when  an  insxirance  company  has  based  the  amoxint  of  the  pre- 
miums which  it  must  charge  for  its  policies  on  the  investment 
of  its  ftinds  at  a  rate  of,  say,  no  less  than  4^^,  no  species  of 
accoxinting  which  fails  to  show  in  the  income  account  the  exact 
expected  yield  on  investments  will  fulfill  the  company's  purpose. 

In  the  solution  of  Problem  No.  17  which  is  submitted 
in  the  following  pages,  no  attempt  has  been  made  to  carry  the 
computations  to  further  than  two  places  beyond  the  decimal 
point.  Therefore,  comparison  with  bond  tables  will  reveal  a 
difference  slightly  over  $100  which,  in  view  of  the  conditions 
as  stated  and  of  the  ajnount  of  money  involved,  is  insignificant. 
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PROBLEM  NO.  18 
THE  NECESSITY  FOR  EXPLAINING 
FINANCIAL  STATEMENTS 
(Adapted  from  the  New  York  C.P.A.  Examination  of  June  1916.) 

Text  of  the  Problem 

From  the  following  figures  of  net  sales,  costs,  and 
expenses,  prepare  a  statement  accounting  for  the  shrinking  in 
profits  in  1910,  showing  in  dollars  and  cents  what  portion  of 
such  shrinkage  is  due  to  decreased  sales,  and  what  portion  is 
occasioned  by  the  several  variations  in  cost  and  expense  items. 

1909  1910 

Materials $265,335.00  $230,500.00 

Direct  Labor 108,228.75  78,500.00 

Indirect  Labor 8,379.00  6,725.00 

Factory  Expenses 26,999.00  27,500.00 

Trading  Expenses 20,947.50  23,500.00 

Office  Expenses 11,637.50  10,500.00 

Net  Sales 465,500.00  390,750.00 
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Discussion  of  Problem  No.  18 

If  the  mind  of  the  client  were  an  open  book  to  us,  ac- 
countants, we  might  frequently  read  the  following: 

You  have  submitted  to  me  a  balance  sheet  of  my  business 
at  such  a  date,  a  statement  of  income  loaded  with  percentages  of 
expenses  to  sales,  and  a  report  consisting  of  twenty  pages  of  com- 
ments which  give  me  the  impression  that  you  are  possessed  with 
the  idea  of  proving  to  me  that  you  have  done  your  work  thoroughly 
and  faithfully.   I  like  your  statements  very  much;  they  look  very 
nice,  and  they  give  me  a  certain  sense  of  security.   But,  somehow 
or  other,  I  feel  that  the  photograph  of  my  wisdom  taken  before 
and  after  reading  your  statements,  would  present  no  material 
points  of  difference.   Does  the  trouble  lie  with  you,  or  with  me? 

The  latter  question  has  been  answered  by  the  client 
long  ago;  the  trouble  is  with  statements  which  diffuse  informa- 
tion and  deny  right  of  entry  to  concentration. 

The  balance  sheet  exhibits  the  financial  status  at  the 
end  of  a  period;  the  statement  of  income  exhibits  the  causes 
which  have  brought  about  the  change  in  financial  status  as  be- 
tween two  periods.   If  two  comparative  statements  are  presented, 
one  for  the  previous,  and  one  for  the  present  period,  the  in- 
crease or  decrease  of  every  item  is  carefully  noted  and  exhibited 
in  both  statements.   In  the  statement  of  income,  the  business  man 
learns  there  is  an  increase  of  .0012%  in  the  ratio  of  salaries  to 
sales  as  between  two  periods,  while  there  is  a  decrease  of 
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.00001^  in  the  ratio  of  stationery  consumed  to  sales.   He  also 
learns  that  the  cost  of  the  goods  sold  in  the  present  period  is 
1.234^  more  of  the  sales  thsui  it  was  last  year,  and  that  there- 
fore there  is  a  net  decrease  of  1$   of  gross  profit,  suid  so  forth 
down  the  line.   But,  precisely  what  this  means,  he  is  never  told. 

Still,  it  is  quite  evident  that,  if  the  profits  of  the 
year  1918  have  been  high  enough  to  return  18%  on  the  investment, 
while  the  profits  of  1919  have  reduced  that  return  to  12%,  the 
only  way  of  stating  properly  the  causes  which  have  contributed 
to  the  decrease  of  profits  is  to  consider  the  year  1918  as  the 
ideal  year,  and  to  show  in  what  particular  way  the  year  1919  has 
failed  to  come  up  to  the  ideal. 

If,  then,  we  take  the  elements  of  income,  cost,  emd  ex- 
pense of  the  yesir  1918,  and  exhibit  them  in  statement  form,  com- 
puting carefully  the  ratio  of  each  group  component  to  the  total 
of  the  group,  we  shall  have  set  up,  as  a  first  proposition,  the 
ideal  elements  and  percentages  which  should  have  been  maintained 
In  1919,  to  secure  an  equally  satisfactory  retxirn  on  the  invest- 
ment.  Opposite  this,  we  should  exhibit  what  the  components  of 
1919  would  have  been  if  the  ideal  percentages  had  been  maintained, 
and,  in  a  third  comparative  column,  what  they  actually  were.  Hav- 
ing noted  the  fluctuations  between  the  actual  and  the  ideal,  ne 
will  now  be  in  a  position  to  state  clearly  the  particular  causes 
of  the  lack  of  success  of  the  unsatisfactory  year. 

You  see  that  this  problem,  insignificant  as  it  may  ap- 
pear to  be  on  the  surface,  has,  like  all  problems,  a  well-defined 
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theory.   When  this  theory  has  been  ferreted  out,  the  problem  is 
solved,  since  there  remains  only  the  question  of  proper  presenta- 
tion. 

The  solution  of  the  problem  does  not  show  to  what 
causes  is  due  the  increase  of  material  consumed  in  1910,  emy  more 
than  it  explains  why  there  has  been  a  considerable  reduction  in 
the  standard  amount  of  labor  expended  on  the  goods.   Still,  it 
points  to  the  necessity  of  finding  reasons  therefor.   The  facts 
are  so  odd,  that  the  explanation  is  almost  obvious,  in  so  far  at 
least  as  the  goods  are  concerned.   Either  there  has  been  a  strike, 
which  has  compelled  the  temporary  cessation  of  operations,  and 
the  resultant  wastage  of  material  due  to  the  suddenness  of  the 
stoppage  or  to  the  malice  of  the  strikers;  or  there  has  been  a 
general  depression  in  the  market  in  which  the  goods  are  sold. 

The  strike  might  very  properly  bring  about  an  increase 
of  overhead  cost,  through  the  very  necessity  of  maintaining  the 
plant,  keeping  up  the  fires,  protecting  the  capital,  or  attempt- 
ing partial  operations  by  means  of  the  employment  of  unskilled 
or  less  skilled  labor.   A  depression  in  the  trade  might  also 
bring  it  about,  in  that  the  reduction  of  the  operative  force  was 
not  coincident  with  the  effect  of  the  depression  upon  the  sales. 
Either  the  strike  or  the  trade  depression  might  properly  have 
caused  an  increase  of  trading  expenses,  since,  for  instance,  the 
selling  force  might  have  been  maintained  at  its  full  strength 
merely  for  educational  work  among  the  buyers  demoralized  by  the 
strike,  or  for  pioneer  work  in  new  fields  not  previously  Invaded 
by  the  concern. 


i 
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p  I  am  not  attempting  to  romsjice  around  the  data  of  the 

problem;  I  am  merely  attempting  to  show  you  how,  through  the 
gathering  of  figures  which,  by  themselves,  have  no  quality  other 
than  to  assert  a  fact,  knowledge  may  be  gained  of  conditions 
which,  however  disastrous,  might  otherwise  have  remained  unknown 
to  the  accountant.   The  value  of  an  accountant's  work  always  de- 
pends, not  80  much  upon  the  amount  of  such  work,  as  upon  the  in- 
telligence displayed.   If  his  familiarity  with  theory  places  him 
in  a  position  where  he  can  compel  figures  to  reveal  what  they  are 
likely  to  hide  unless  properly  coaxed,  then,  by  all  means,  he 
ought  to  worship  theory.   If  you  object  to  the  constant  repeti- 
tion of  the  word  "theory,"  let  me  stiggest  another  one  less  of- 
fensive, "imagination,"  born  from  a  sense  of  power  and  of  a  clear 
conception  of  axscounting  science. 
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PROBLEM  NO.  19 
AGENCY  ACCOUNTS  -  REAL  ESTATE  AGENTS 
(Adapted  from  the  New  York  C.P.A.  Exaxtination  of  January  1913.) 

Text  of  tha  Problem 

Karl  Smith  1b  a  real  estate  broker,  an  agent  who  manages 
properties  of  other  people  in  consideration  of  a  stated  commission, 
sells  real  estate  on  commission,  and  places  insurance  risks  also  on 
commission. 

Having  accidentally  discovered  Irregularities  in  the  rent 
roll,  or  tenants'  book.  Smith  employs  an  accountant  to  examine  the  ac- 
counts.  The  books  are  found  to  be  in  bad  condition,  no  attempt  having 
been  made  to  differentiate  between  the  agent  and  his  principals.   In 
due  course,  the  accountants  establish  the  following  trial  balance  of 
the  general  ledger  as  of  September  30,  1912: 


TRIAL  BALANCE 


Cash 

Petty  Cash 

The  Augusta  Terrace 
Victoria  Court 
St.  Quentln 

Court 
Audubon  Court 
Evening  Despatch 
Morning  News 
Union  Waal 
Paper  Co. 
"   Janitors'  Sup- 
plies Co. 
Insurance  Account 
Karl  Smith,  Draw- 
ings 
Cash  Shortage 

Salaries 

Office  Expense 

Furniture  and  Equlpm 


(a) 


(b) 


(c) 

d) 
e) 


ant 


$  350.20 
100.00 
215.00 
805.00 

650.00 

270.00 

75.00 

35.00 

111.20 

45.25 
920.10 

16,930.00 
380.00 

12,140.00 
3,130.00 
4,150.75 

$40,307.50 


Karl  Smith,  Capital... 

Commissions 

Phoenix  Insurance  Co.  . 

London  Insurance  Co. 

The  Frederick     ^ 
Apartment 
"   Venetian  Court 
"   Franklin  Castle 

St.  Martin  Hall    j 

Tenants 


(f) 


$  4,360.40 

22,510.00 

470.00 

450.10 

2,385.30 
2 , 500 . 00 
3,231.00 
2,850.70 
1,550.00 


$40,307.50 
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Notation  by  the  accountant  on  his  trial  balance: 

(a)  Remittances  on  account  of  collection  of  October 

rents,  paid  in  advance  upon  signing  lease,  not 
as  yet  credited  to  the  principals.   Settlements 
to  be  made  on  the  29th  of  every  month. 

(b)  Balances  representing  payments  from  March  to  June, 

1912,  for  advertising,  decorating,  and  supplies, 
for  the  account  of  managed  properties.   Paid 
bills  cannot  be  found;  no  details  available; 
itemized  receipted  bills  asked  for  by  letter; 
no  answer  at  September  30,  1912. 

(o)  Premiums  on  fire  insurance  placed  by  agent  for  ac- 
count of  sundry  clients  not  principals.   Premi- 
ums will  be  paid  to  agent  if  risk  is  accepted 
and  he  will  deduct  commissions  of  from  5fo   to  15fo 
from  settlement  with  companies. 

(d)  Probably  contair\s  charges  which  might  properly  be 

capitalized  under  caption  "Furniture  and  Fix- 
tures" if  positive  information  were  available. 

(e)  Entries  made  in  cash  book  by  accountant  for  rent 

collections  appearing  in  monthly  statements  to 
principals,  but  not  appearing  in  cash  book  nor 
in  duplicate  of  bank  deposits  obtained  from 
banks. 

(f)  According  to  the  terms  of  his  exployment,  the 

agent  must  remit  on  the  5th  day  in  every  month. 

The  accountant  reports  that  the  cash  shortstge  is  due 
to  practices  made  possible  by  the  lack  of  correlation  between  the 
general  books  and  the  so-called  "memorandum  books"  which,  in  this 
case,  are  not  used  as  books  of  original  entry.  He  further  claims 
that  the  cashier's  shortage  is  of  far  smaller  importance  than  the 
actual  conversion  of  trust  funds  of  which  the  real  estate  agent 
has  been  guilty,  unwittingly  perhaps,  through  his  failure  to  com- 
ply with  the  requirements  of  the  law  of  agency. 

To  support  his  contention  as  to  the  latter  point,  the 
accountant  produces  a  double  balance  sheet,  i.e.,  the  balsuice 
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sheet  of  Karl  Smith  as  a  business  man,  amd  the  balance  sheet  of 
the  Agency  of  Karl  Smith, 

REQUIRED: 

(a)  The  balance  sheets  submitted  by  the  accountant. 

(b)  The  outline  of  a  system  of  accounts  which  will  safeguard 

the  interests  of  the  principals  as  well  eis  show  the 
true  relation  of  the  agency  to  them. 
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Diacussion  of  Problem  No.  19 

The  relations  of  an  sigent  with  his  principals  are  of 
such  a  nature,  they  involve  so  much  trust  on  the  part  of  the 
principals,  that  nothing  should  be  done,  in  the  agent's  record  of 
his  transactions,  which  can  raise  even  the  question  of  a  doubt  as 
to  the  accuracy  ajid  the  good  faith  of  his  accounting. 

Under  the  law,  the  sigent  is  debarred  from  mixing  his 
property  with  that  of  his  principals.   Therefore,  if  he  is  to  com- 
ply with  the  law,  his  books  should  be  distinct  from  thp  books  of 
his  agency;  or  if  they  are  the  seune,  they  should  record  separate- 
ly what  is  his  own,  and  what  belongs  to  others  and  is  held  by  him 
for  them.   If,  then,  the  agent  keeps  only  one  general  ledger,  his 
system  of  accounts  should  be  so  established  as  to  make  it  possi- 
ble for  the  agent  to  extract  from  the  ledger  a  double  trial  bal- 
ance. 

1.  The  trial  balance  of  the  agent's  personal  assets, 

income  charges,  income  credits,  liabilities,  and 
capital. 

2.  The  trial  balance  of  the  assets,  income  charges, 

income  credits,  and  liabilities  of  the  principals, 
held  by  the  agent,  or  recorded  by  him  eis  payable 
out  of  their  funds. 

The  agent's  trial  balance  cannot  show  as  his  liabili- 
ties credit  accounts  of  the  principals,  or  the  balances  of  their 
accounts  current,  for  to  him  they  are  not  liabilities.   As  he 
does  not  own  the  assets  of  the  principals,  he  cannot  carry  them 
as  his  own;  therefore,  he  cannot  show  a  liability  to  anyone  for 
that  which  he  merely  holds  in  trust.  When,  however,  he  has 
violated  his  trust,  he  becomes  liable. 


I 
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The  ideal  trial  balance  of  the  general  ledger  of  Karl  Smith, 
as  an  illustration,  should  be  in  tv?o  sections.   It  might  read,  if  all 
had  gone  well: 

SECTION  I  -  PERSONAL 


Personal  Investments  - 

K.  S $  5,000.00 

Cash  and  Petty  Cash  - 

K.  S 

Commissions  Receivable, 

Insurance  -  K.  S 

Commissions  Receivable, 

Sales  -  K.  S. .  .* 

Salaries,  Office  -  K.  S. 
Expenses,  Office  -  K.  S. 
Drawing  Account  -  K.  S. 


Commissions  on  Manage- 
ment -  K.  S $  2,740.00 

Commissions  on  Insur- 
ance -  K.  S 384.00 

Commissions  on  Sales  - 

K.  S 4,900.00 

Interest  on  Bank  Bal- 
ance -  K.  S 10.50 

1,380.00  Sundry  Accounts  Payable 

900.00    -  K.  S 1,375.50 

3,600.00  Capital  -  K.  S 6,000.00 


3,750.00 

60.00 

720.00 


$15,410.00 


$15,410.00 


SECTION  II  -  AGENCY 

Cash  -  Agency $42,600.00  Repairs  to  Properties 

Rents  Receivable  - 

Agency 

Leases  Defaulted  - 
Agency 

Repairs  to  Properties  - 
Agency 

Redecoration  of  Proper- 
ties -  Agency 

Salaries  and  Wages  - 
Agency 

Commissions  on  Manage- 
ment -  Agency 


Managed,  Unpaid $  1,970.09 

5,200.00  Decoration  of  Proper- 
ties Managed,  Unpaid.    3,340.20 
900.00  Rentals  of  Properties 

Majiaged 65,000.00 

4,300.00  Interest  on  Bank  Bal- 
ances       149.71 

9,600.00 

5,120.00 

2,740.00  


$70,460.00 


$70,460.00 


To  cairry  out  the  scheme  of  accounts  as  outlined  above,  would 
require  no  more  than  the  ordinary  set  of  books;  but  it  happens  that 
the  law  of  agency  also  requires  that  the  agent  shall  not  mix  the  proper- 
ty of  his  principals  with  that  of  third  parties.   Therefore,  to  avoid 
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creating  a  set  of  accounts  with  each  principal,  advamtage  may  be 
taken  of  the  elasticity  of  books  of  original  entry. 

A  cash  book  providing  for  the  recording  of  classes  of 
receipts  and  disbursements,  and  the  distribution  of  each  item  to 
five,  ten,  fifteen,  or  more  properties  managed,  or  if  preferred, 
to  as  many  principals,  is  not  a  difficult  book  to  establish. 
Whether  in  one  section  or  two  sections  (one  for  receipts  and  one 
for  disbursements),  this  book,  being  provided  with  the  initial 
amd  the  closing  balances,  would  reproduce  faithfully  the  status 
of  the  cash  account  of  each  principal. 

A  voucher  register  similarly  arranged  would  establish 
adequate  differentiation  between  the  disbursements  made  for  the 
different  principals. 

A  rent  book  provided  with  separate  folios  for  each 
property,  and  with  debit  and  credit  columns  for  each  month  of 
the  year,  would  complete  simple  and  yet  adequate  series  of  books, 
setting  forth  very  properly  and  accurately  the  interests  of  the 
different  parties  involved  in  the  agency. 

From  these  records  of  original  entry,  postings  would 
be  made  to  controlling  accounts  in  the  general  ledger,  and  month- 
ly statements  of  the  accounts  current  abstracted,  of  which  this 
is  the  substance: 


I'. 
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Account  Current  of  A 


Property No. ^ Street,  Nen  York 

for  October  -  1920 


(1)  To  Your  Credit: 

(a)  Rentals: 

Receivable  from  prior  months* (in  de- 
rail)    $  2,000.00 

Receivable  for  this  month  (in  detail)   20,000.00 

Total  Receivable $22,000.00 

Deduct:  Defaulted  Leases...  $  750.00 
Rents  Uncollected 

(in  detail) 1 , 500 . 00 

Total  Deduction 2,250.00 

Total  Rentals  Collected $19,750.00 

(b)  Interest  on  Bank  Balances IQ.  ii 

Total  to  Your  Credit $19,760.11 

(2)  To  Your  Debit: 

(a)  Salaries  and  Wages  (as  per  vouchers 

attached) $  1,050.00 

(b)  Repairs  to  Building  (as  per  vouchers 

attached) 9  50.00 

(c)  Redecorating  (as  per  vouchers  attached)  3,629.00 

(dj  Taxes 450.00 

(e)  ComiTiiRsions  on  Management 39  5.00 

Total  Disbursements 6,474.00 

(3)  Balance  to  Your  Credit  (check  herewith) $13,286. 11 

The  great  advantage  to  be  derived  from  the  aprllcation  of  the 
law  of  agency  to  the  accounts  of  agents,  is  that  when  a  sharp  distinc- 
tion is  made  between  what  the  agent  owns  and  what  he  hoi Is  for  others, 
he  cannot  be  tempted  to  use  other  people's  property  for  his  own  pur- 
poses or  needs.   It  la  quite  true  that  a  man  who  wishes  to  go  wrong  is 
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not  going  to  be  stopped  by  a  ledger  acco\int.  But  it  is  also  true 
that  an  account  practically  labeled  "this  is  not  your  property" 
may  debar  a  scr\;ipulou8  man  from  saying:  "Well,  I  have  plenty  of 
cash  on  hand;  some  is  mine  smd  some  is  not;  but  how  much  is  not 
mine,  I  cannot  tell  without  a  lot  of  trouble.  As  I  need  $1,000, 
I  will  take  it,  and  if  it  proves  that  it  was  not  wholly  mine,  I 
will  make  it  up  in  some  way,  through  my  commissions  or  otherwise." 

Coming  down  to  the  problem  proper,  it  may  be  necessary 
to  explain  the  following: 

The  csLShier  wais  enabled  to  steal  through  the  lack  of 
correlation  between  the  books  of  original  entry  (which  were  treat- 
ed, not  as  posting  media,  but  as  memoranda)  and  the  general  led- 
ger.  Therefore,  when  the  cEishier  received  money  from  a  tenant, 
he  could,  if  he  chose,  fail  to  record  it  in  the  cash  book  and  keep 
it  for  himself,  provided  he  was  careful  to  record  it  in  the  memo- 
randum rent  book.   He  would,  of  course,  be  very  careful  to  do  this; 
otherwise,  when  rendering  the  account  current  from  that  book,  he 
would  report  falsely  to  the  principal,  and  the  latter  could  readi- 
ly, if  he  wanted  to,  communicate  with  the  tenemt  and  ascertain  why 
the  rent  had  not  been  paid.   Thereupon  would  hang  the  possibility 
of  discovery  of  the  dishonest  cashier.   Of  course,  the  same  moral 
effect  would  have  been  obtained  had  the  agent  attempted  to  recon- 
cile the  accounts  current  with  the  generaJL  ledger.   But  this  he 
could  not  do  owing  to  the  fact  that  everything  wa£  mixed,  aind  that 
no  axjcovmt  represented  anything  specific. 
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The  accounts  bracketed  (a)  on  the  debit  side,  and  total- 
ing $1,940,  represent  apparently  the  payment  in  September  1912  of 
October  rents  collected  in  advance,  in  September,  remitted  to  the 
principals  together  with  the  balances  of  the  September  accounts 
current  which  were  due  on  bhe  29th.   If  these  advance  payments 
brought  about  a  debit  balance  in  the  accounts  current,  it  must  be 
because  the  entry  expressing  the  advance  collections  to  secure  new 
leases  was: 

Debit  Cash $1,940.00 

Credit  Tenants $1,940.00 

This,  ordinarily,  would  have  called  for  another  entry: 

Debit  Tenants $1,940.00 

Credit  Principals.  $1,940.00 

and,  subsequently,  when  the  accounts  current  were  paid: 

Debit  Principals $1,940.00 

Credit  Cash $1,940.00 

This  would  have  closed  the  accounts  with  principals, 
owners  of  the  properties  at  issue,  without  any  balances.   If  the 
debit  balances  exist.  It  is  because  the  accountant  did  not  wish 
to  make,  in  September,  an  entry  debiting  tenants  for  rents  matur- 
ing only  in  October. 

It  results  from  the  foregoing  that  the  accounts  current 
bracketed  as  (a)  on  the  debit  side,  are  only  offsets  of  the  cred- 
it account  "Tenants"  which,  ordinarily,  should  show  a  debit  bal- 
ance.  At  all  events,  the  credit  balance  "Tenants"  should  be  of 
the  same  amount  as  the  debit  accounts   Since  this  is  not  the  case, 
then  the  account  "Tenants"  is  a  net  figure,  containing,  on  the 
debit  side,  $390  of  rents  applicable  to  accounts  current  showing 
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a  credit  balance  unpaid,  and,  on  the  credit  side,  $1,940  of  rents 
collected  in  advance,  applicable  to  accounts  current  with  a  debit 
balance. 

The  rest  of  the  problem  requires  no  patrticular  explana- 
tion. 
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Solution  of  Problem  No.  19 

The  general  balance  sheet  of  Karl  Smith  In  his  capacity  as 
a  business  man  cfiinnot  be  made;  he  has  converted  to  his  own  use 
$9,860.35  of  the  funds  belonging  to  his  principals,  and  to  cover  this 
amount  he  only  has,  in  his  business  estate,  furniture  eind  equipment 
costing  $4,150.75,  the  salable  value  of  which  is  problematic.   The 
fact  that  he  violated  the  law  of  agency  appears  to  give  his  princi- 
pals the  right  to  seize  what  he  has,  repay  themselves  out  of  the  pro- 
ceeds what  he  owes  them,  emd  hold  a  claim  against  him  for  the  balance, 

The  general  balance  sheet  of  Karl  Smith,  Real  Estate  Agent, 
if  It  were  to  show  his  true  relation  to  his  principals,  would  be  ats 
follows: 
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Assets  of  Principals  held  by 
Agent  against  their  Ac- 
counts Ciirrent: 

Cash $        350.20 

Petty  Cash 100.00 

Total $        450.20 


Unliquidated  Items; 

Disbursements  for  ac- 
count of  principals, 
out  of  their  funds, 
not  distributed  for 
laok  of  information: 

Advertising $ 

Redecorating,  Jani- 
tor Supplies,  etc._ 


Total  Assets  of  Princi- 
pals held  by  Agent 
against  their  Accounts 
Current $ 


110.00 
156.45 


266.45 


Accounts  Current  with  Prin- 
cipals ; 

The  Frederick  Apt. , 

due  Oct.  1912 $  2,385.30 

The  Venetian  Court 

due  Oct.  1912 2,500.00 

The   Franklin   Castle, 

due  Oct.    1912 3,231.00 

St.    Martin  Hall, 

due  Oct.    1912 2.850.70 

Total $10,967.00 

Less  Rents  Uncollected, 
credited    to   account 
current 390.00 


716.65 


Agent's  Defloiency  of 
Funds  for  settlement 
of  which  his  only 
asset  is  Furniture, 
Fixtures,  and  Office 
Equipment  costing 
$4,150.75 


9,860.35 
$10,577.00 


$10,577.00 
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CASH     RECEIPTS 

KARL   5MITH,      REAL   ESTATE    AGENT 


Note.    If   items  ot    Distribution   are  very   nutnsrous,  one  or  several   short    insert  sheets  con  be  used  as  foil. 


AGENCY                                                                           1 

L 

M 

N 

0 

P 

Q       1      R 

S            T 

U 

V        1 

^ 

^J 

L^-^    ^ 

Ncfi^e-    Cash   Disbursemen+   books  orronged   on  similor   lines. 


VOUCHER    REGISTER 

KARL    SMITH,       REAL   ESTATE    AGENT 


DATE 

OF 

RECEIPT 

NAME 

PARTIC11AR5 

KARL  SMITH-  PEFISONAL 

AGENCY 

VOUOltf 
NO. 

ACCOUNT 

fOLIO 

AMOUNT 

DATE 

or 

PAYMENT 

TOUCHK 
NO 

AMOUNT 

DATE 

OF 
PAYMENT 

DISTRIBUTION 
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Note,  Short  insert  sheet  can    be  used   for   agency    distribution 
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KARL  SMITH,        REAL   ESTATE  AGENT 

RENT  BOOK  OF  PROPERTIES  MANAGED 


Due 

Dntp. 

Particulars   of  Account   Current 

Loco+ion    of 

Premises 

De+o.l    Wanted 

onnoff.niftnt 

rnmmi.s«.inn    nn    Cnllpr+ion^ 

NAME  OF  TENANT 

PREMISES 
OCCUPIED 

LEASE 

DEBITS 

CREDITS 

BALANCE 

DUE 
END  OF 
MONTH 

BEGINS 

EXPIRES 

RENTAL 

0T>1ER   CHARGES 

usTMom 

THIS      MONTH 

TOTAL 
DEBITS 

DATE 

Last  wm 

THIS     MONTH 

TOTAL 
CREDITS 

WRTICULARS 

AMOUNT 

DETAIL 

AMOUNT 

BALANCE 
UNPAID 

RENT 

OTHEB  CHARGES 

BALANCE 

RENT 

OTHER  CHARGES 

PARTICULftRS 

AMOUNT 

*HTICUL»R5 

AMOUNT 

^-^           ^^-^ 

.^^^                          ^~~—~ 

^__— -^"'^                                                        ""^ 

~^J 

Specifications 
I,     Recto  and  verso  of  pages  to  be  printed   in  exoctly  some  foshion,    so  that  when  the  book  is  open,  the 

blank  columns  of  the   insert  sheets   will    be  properly    headed. 
2    Six    inserts,  ruled  the   some  on  both  sides  OS  tollows. 


3.  Three  loterol    lines  tor  each  tenant,  the  loterol    line  for  the  name  being  the  only  one  to  run  throuqh  the  paqa 
\   Extro   space  on  left  o|  insert  sheet    is  for  nomes   of  month.    5ix   inserts  cover  one  year. 
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THE   ACCOUNTS  OF 'FACTORS   AND   AGENTS 


20  -  340 

PROBLEM  NO.  20 

THE  ACCOUNTS  OF  FACTORS  AND  AGENTS 

(Adapted  from  the  New  York  C.P.A.  Examination  of  June  1S14.) 

Text  of  the  Problem 

A  and  B,  oommlssion  merchants,  suspect  their  cashier 
of  embezzlement.   From  the  following  data,  determine  whether  or 
not  their  suspicions  are  well  founded,  and  produce  such  fi- 
nancial statements  as  will  exhibit  the  result  and  the  proof  of 
the  embezzlement,  if  any: 

Facts  appearing  in  the  general  ledger: 

Sales $  $42,000.00 

Cash  Receipts,  Customers 42,000.00 

Freight 4,240.00  2,480.00 

Duty 2,120.00  1,240.00 

Dock  Charges 212.00  124.00 

Cus tom  Hous e  Charges 90 .  00  45 .  00 

Interest    (Account  Sales   at  6%) 248.00 

Commissions    (5%  on  Sales) 1,240.00 

Office   Expense 2,000.00 

Doc\amentary  Advances 20,000.00  12,000.00 

Acceptances   against   Shipments 12,000.00  20,000.00 

Debit  balances   appearing  in   the  principal's  memorandum 
book  of  consignments: 

Duty  $875;    freight   $1,560;    dock  charges   $70;    custom 
house  charges    $40. 
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DlsouBsion  of  Problem  No.  20 

The  theory  of  this  problem  is  the  theory  of  the  ac- 
counts of  agents;  therefore.  It  is  dependent  upon  a  satisfactory 
knowledge  of  the  law  regulating  factors  and  agents. 

Agreements  are  made  between  principals  and  aigents, 
which,  if  given  in  full  in  the  text  of  an  accounting  problem, 
would  rob  the  problem  of  its  value  as  a  test  of  the  candidate's 
knowledge  of  the  law,  and  of  his  ability  to  reconstruct  a  theory 
from  the  very  condition  of  the  facts  presented. 

Let  us  try  to  find  out  the  precise  terms  of  the  agree- 
ment between  the  principals  and  the  eigent,  in  the  problem  at 
issue: 

Agreement:  The  agent  (or  factor)  will  sell  the  goods 
of  the  principal  at  the  market  value  of  such  products  on  the  day 
of  sale.   On  the  (say)  last  day  of  every  third  month,  he  will 
render  am  account  sales,  accounting  for  such  sales  eis  he  has 
collected,  and  applying  against  such  collected  sales  such  ex- 
penses paid  by  him  out  of  his  funds  or  the  funds  of  the  princi- 
pals, and  such  commissions  at  the  rate  of  5^  of  the  sale  price 
as  apply  to  them.   From  time  to  time,  upon  telegraphic  advice, 
the  principals  will  draw  on  the  agent  in  such  amounts  as  he  cam 
conveniently  accept;  but  ais  the  payment  of  such  acceptances  may 
be  made  before  the  due  date  of  the  agent's  acooijnt  sales,  he, 
the  agent,  will  be  permitted  to  charge  the  principals  with  in- 
terest, at  8^,  on  all  moneys  so  paid,  from  the  date  of  the  pay- 
ment to  their  due  date.   The  office  expenses  of  the  agent  are 
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his  own  personal  expenses,  ajid  are  not  chargeable  to  the  princi- 
pals.  Any  loss  of  the  principal's  property  due  to  the  fault  of 
the  sigent  is  chargeable  to  him,  amd  recoverable  from  him. 

You  are  going  to  ask  me:  How  do  you  arrive  at  the 
terms  of  the  agreement?  The  answer  is  plain  enough:  if  only  a 
part  of  certain  accounts  has  been  charged  to  the  principals,  it 
was  because,  under  the  agreement,  it  was  the  only  part  charge- 
able; if  certain  items  have  not  been  charged,  it  is  because, 
under  the  sigreement,  they  could  not  be;  if  all  the  sales  have 
not  been  reported,  it  is  because,  at  the  time  part  of  them  only 
was  reported,  it  was  the  only  part  of  the  sales  reportable. 

You  may  also  ask:  How  do  you  know  what  the  reported 
sales  were?  Well,  if  the  agent  when  rendering  ain  accovmt  sales 
charged  the  principals  with  $1,240  for  commissions,  this  sum 
was  5%   of  the  amount  of  sales  reported;  therefore  the  sales 
must  have  been  $24,800. 

Having  become  familiar  with  the  agreement  between  the 
principal  emd  the  agent,  a  mere  glance  at  the  facts  stated  by 
the  problem  will  bring  forth  the  thought  that,  since  accounts 
representing  expenses  paid  by  the  agent  for  his  principals  have 
been  partially  credited  in  the  ledger,  it  must  mean  that  that 
portion  of  them  has  been  debited  to  the  principals  in  an  account 
sales  which  has  been  previously  rendered.   Therefore,  the  first 
thing  that  we  must  do  is  to  reconstitute  the  account  sales  as 
rendered. 
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PRO  FORMA  ACCOUNT  SALES 
RENDERED  BY  AGENT  TO  PRINCIPAL 

Sold  for  Your  Acco\int,  goods,  sales  value $42,000.00 

Deduct,  not  reportable  at  this  time,  as  per  our 

agreement 17,200.00 

To  Your  Credit,  reportable  sales $24,800.00 

Charges  Against  You: 

(1)  Expenses  applicable  to  this  Account  Sales: 

Freight $  2,480.00 

Duty 1,240.00 

Dock  Charges 124 .  00 

Custom  House  Charges 45.00 

Total  Expenses $  3,889.00 

(2)  Interest  at  6^  on  accepted  drafts 

paid  in  advance  of  the  date  of 

this  account  sales $   248.00 

(3)  Commissions,  5^  of  sales  reported..  $  1,240.00 

Total  Charges  Against  You 5,377.00 

Balance  to  Yoiir  Credit $19,423.00 

Your  drafts ,  paid  by  me $12 ,  000 .  00 

Check  No . herewi th 7,423.00 

$19,423.00 

E.  &  0.  E. 

Signed  

Agent 

Now  that  we  know  the  exact  detail  of  the  account  sales 
rendered,  we  must  ascertain  what  remains  to  be  reported  in  the 
next  account  sales.   The  method  of  bookkeeping  adopted  by  the  a- 
geut  contemplates,  besides  the  usual  books  of  accounts,  a  memorsji- 
dum  book  in  which  are  recorded  all  the  facts  pertaining  to  the 
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receipt  and  sale  of  goods  and  the  payment  of  charges  relating  to 
the  goods;  naturally,  this  book  must  be  so  arranged  as  to  place 
the  bookkeeper  in  a  position  to  establish  the  account  sales 
quickly  and  eujcurately  when  it  is  due.   This  book  might  be  ar- 
ranged as  follows: 
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A.   V.    JONES        Consignor  of   Goods. 
2400    BUNKER    HILL    STREET  B05T0N,    MA5S 


Pofticulprs    of   Agreement  : 
Goods   consigned    o+ 
Goods  +o    be  sold   at 

Commissions 

Due  do+c  Off  account  sales 
Reportable 


Cost 

Market  Volue 

5%  on  soles   price 

30^  day  of  Jonuory   ond  July 

Sales   collected  to  day  ot  occount  soles. 


DATE 


DESCRIPTION   a  PARTICULARS 
OF  SHIPMENTS 


SPECIAL 
MARKS 


^UAHTITY^  PRICE 


CHARGES  AGAINST  SHIPMENTS 


FREIGKT    DUTY 


OTHER  CHARGES 


SALES 


MAMti  ANO     loESCRlFTlON  kpffui 
DATE        AODREMES  ANO  T.LJ",- 

OF  CUSTOMERS   PARTICUIARS    MMK 


jjinf^m 


ALtOUHT 
SALES 

DATE,  ft 

lUMBEFl 


APPLIED   CHARGES 


OTWER  CHARGES 
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This  memorandiim  book  would  be  used,  not  only  ae  the 
basis  for  the  establishment  of  the  account  sales,  but,  as  well, 
as  a  basis  for  journal  entries  expressive  of  results  to  appear 
in  the  general  ledger. 

It  must  be  evident  to  you  that  the  correlation  between 
the  consignment  (or  agency)  memorandum  book,  and  the  general  led- 
ger should  be  absolute.   This  means,  in  fact,  that,  assuming 
that  our  agent  heid  only  one  principal,  the  charges  appearing  in 
the  general  ledger  for  freight,  duty,  etc.,  and  paid  out  of  cash, 
should  be  absolutely  identical  with  the  charges  appearing  in  the 
consignment  book.   This  being  the  case,  such  credits  as  are  giv- 
en to  the  charges  accooints  in  the  memorandum  book  represent  the 
partial  application  of  the  charge  item  to  the  account  sales, 
and  therefore,  when  the  Journal  entry  is  made,  it  must  be: 

Debit  Principals  (or  account  current)  or  (account  sales) 
Credit  Freight,  Duty,  etc. 

Consequently,  the  balances  of  the  sundry  charges  ac- 
counts represent  the  portion  applicable  to  future  account  sales, 
and  should  be  absolutely  equal  on  the  general  ledger  and  on  the 
memoreundum  book.   If  they  are  not,  it  simply  means: 

1.  That  a  posting  error  has  been  committed,  or 

2,  That  charges  are  made  in  the  general  ledger,  as 

paid  out  of  cash,  which  are  in  excess  of  the 
amount  recoverable  from  the  principal. 

As  there  is  no  fact  given  by  the  problem  leading  to  the 

possibility  of  an  error  in  posting,  it  must  be  assumed  that  the 

cashier,  being  also  the  bookkeeper  (a  dangerous  proposition  at 
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all  times),  realized  that  with  the  existing  lack  of  proper  con- 
trol of  his  bookkeeping  by  the  proprietor  of  the  business,  he 
could  take  advantage  of  loose  conditiong,  and,  provided  his  ac- 
count sales  were  properly  established,  manipulate  the  agency 
funds  as  he  saw  fit. 

Thus,  when  paying  a  freight  bill  of  say,  $30,  he  could 
raise  the  duplicate  to  $80,  retain  it  as  a  cash  voucher,  record 
the  payment  of  $80,  and  appropriate  $50.  But  he  would  be  very 
careful  to  record  only  $30  on  the  debit  side  of  the  raetr.orandum 
book,  emd  not  to  raise  the  original  of  the  freight  bill,  which 
he  would  have  to  forward  to  the  principal,  attached  to  the  ac- 
count sales. 

You  see  clearly  how  the  thing  was  done,  and  how  easily 
we  have  established  our  premises,  by  merely  using  the  theorv  of 
bookkeeping.   It  happens  that  the  majority  of  the  problems  that 
accountants  face,  either  at  examinations  or  in  actual  practice, 
are  solvable  only  through  the  theory  of  accounts 

Having  established  the  fact  that  a  discrepancy  exists 
between  the  general  ledger  and  the  memorandum  book  used  for  the 
establishment  of  account  sales,  we  will  now  build  up,  from  the 
known  facts,  what  the  next  account  sales  to  be  rendered  will  be. 
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ACCOUNT  SALES  TO  BE  RENDERED 
At  a  date  unknown 
AS  RECONSTITUTED  FROM  EXISTING  DOCUMENTS 

To  Your  Credit; 

Sold  for  your  acco\int,  goods,  sales  value $17,200.00 

Charges  Against  You: 

(1)  Expenses  (as  per  vouchers): 

Freight $1,560.00 

Duty 875.00 

Dock  Charges 70 .  00 

Custom  House  Charges 40.00 

Total  Expenses $2 , 545 . 00 

(2)  Commissions,  5^  of  Sales $  860.00 

Total  Charges  Against  You 3,405.00 

Balance  to  Your  Credit $13,795.00 

Against  this  credit  balance  of  the  account  current  of 
his  principals,  the  agent  holds,  or  should  hold: 

1.  Cash 

2.  Accepted  drafts  not  paid 

Let  us  see,  now,  what  the  eigent  actually  holds.   We 
must,  first  of  all,  rebuild  the  cash  account,  using  only  the 
apparent  facts: 
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CASH  ACCOUNT 


RECEIPTS; 
From  Customers $42,000.00 


$42,000.00 


DISBURSEMENTS: 

Charges  to  Principal: 

Freight  (actual)....  $  4,040.00 

Duty  (actual) 2,115.00 

Dock  Charges    (actual)  194.00 

Custom  House  Charges 

( ac  tual ) 85.00 

$  6,434.00 

Cashier's   Embezzlement: 

Freight 200.00 

Duty 5.00 

Dock  Charges 18.00 

Custom  House  Charges    5.00 

Total $   6,662.00 

Office   Expense 2,000.00 

Remittance  to  Princi- 

pal 7,423.00 

Drafts 12,000.00 

$28,085.00 

Balance 13,915.00 

$42,000.00 


20  -  350 

Expressing  the  facts  that  we  have  eiscertalned  in  trial  bal- 
ance form,  we  would  obtain: 


Cash $13,915.00  Sales  to  be  Reported, 

Acceptances  Payable. , 


Chargeable  to  Princi- 
pals: 

Freight 

Duty 

Dock  Charges 

Custom  House  Charges 

Documentary  Advances... 

Cashier's  Shortage 

Office  Expense 


Commissions  Accrued  to 
Agent 


1,560.00  Commissions  of  Agent: 

875.00    Earned 

Accrued 


70.00 
40.00 

8,000.00 

228.00 

2,000.00 

860.00 
$27,548.00 


Interest  on  Acco\int 
Sales  -  Agent. . . , , 


$17,200.00 
8,000.00 


1,240.00 
860.00 


248.00 


$27,548.00 


If  we  were  to  close  the  nominal  accounts  affecting  the  agent 
in  his  private  capacity,  we  would  have: 

PROFIT  AND  LOSS  ACCOUNT 
A  and  B 

Expenditures:  Commissions,  5% 

Office  Expense $2,000.00    Earned $1,240.00 

Accrued 860.00 

Loss  through  Cashier's 

Defalcation 228.00       Total $2,100.00 


Net  Income, 


$  2,228.00  Interest  on  Account 

Sales,  6% 

120.00 


248.00 


Total $  2,348.00  Total  Earnings, 


$  2,348.00 
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and,    at    this  point,   we  would  have   the   following  trial  balance : 

Cash $13,915.00     Sales   Collected,    to  be 

reported  to  Princl- 

Chargeable   to  Prlnci-  pals $17,200.00 

pals: 

Freight 1,560.00  AcceptsLnces  Payable  out 

Duty 875.00    of  Principals'  funds.    8,000.00 

Dock  Charges 70 .  00 

Custom  House  Charges     40.00  Agent's  Net  Profits  pay- 
able out  of  Prlnci - 
Documentary  Advances...   8,000.00    pal's  funds 120.00 

Commissions  accrued  to 
Agent,  receivable  by 
him,  chargeable  to 
Principals 860.00  

$25,320.00  $25,320.00 

Step  by  step,   we  have  analyzed,   reconstructed,    applied  theo- 
ry,   and   finally  erected   a  structure  which  stands   as    the   solution  of 
our  t)roblem.      We   find   that.    If   the  agents  were   to  draw   a  check   to 
their  own  order,    in   the  amount  of   $120  on  funds    that   they  have   on  hand, 
the  remaining  facts  would  all  pertain  to  the  aigency,  which  is   equiva- 
lent to  saying  that  we  would  have,   not  a  balsmce  sheet   in  the  proper 
sense  of   the  word,  but   the  exact   components   of  an  account   sales. 
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STATEMENT  SHOWING  THE  RELATION  OF  A  &  B,  COMMISSION  MERCHANTS 
WITH  THEIR  PRINCIPALS  (CONSIGNORS) 
As  exhibited  by  their  Books.  Records,  and  Accoxints 

Sold  by  A  &  B,  for  the  account  of  their  Principals $17,200.00 

Due  by  Principals  to  A  &  B»  Commission  Merchsmts.  for  their 

Net  Eeo'nlngs 120 .  00 

Held  by  A  &  B,  against  the  Credit  Account  of  the  Principals: 

Ceish: 

For  the  Payment  of  Drafts  drawn  on  A  &  B  by 

the  Principals,  accepted  by  the  Agents...  $  8,000.00 

Due  to  A  &  B  for  their  Net  Earnings 120.00 

Available  for  remittance  to  Principals 5,795.00 

Total  Cash $13,915.00 

Expenses  paid  out  of  their  funds,  chargeable 
In  next  Account  Sale: 

Freight $1,560.00 

Duty 875.00 

Dock  Charges 70 .  00 

Cus tom  House  Charges 40.00 

Total  Expenses 2,545.00 

Commissions  Accrued  to  A  &  B,  included  in  the 
computation  of  their  Net  Earnings  to  be  paid 
out  of  Principals'  Cash 860.00 


TOTAL $17,320.00   $17,320.00 
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